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market conditions known as monopolistic compe¬ 
tition prevail. If we wish to have a short 
designation for this economy, we may use 
Monocompia; the first three syllables of this 
word may be considered to mean ' monopolis¬ 
tic competition," which is defined later. As 
with Atomisia, we shall first consider the set¬ 
ting within which the economizing of house¬ 
holds and firms takes place. That is, we shall 
first deal with the nature of the households’ 
wants; of the resources (factor services) owned 
by the households; of the techniques utilized 
by the firms as they combine the households' 
resources to make products to satisfy the house¬ 
holds’ wants; and the way in which the econ¬ 
omy is organized for making economic de¬ 
cisions. Second, we shall consider the economic 
problems and decisions (i.e., the economizing) 
of the individual economic units—the house¬ 
holds and the firms. And third, we shall look 
at the economy as a whole—always the matter 
of paramount interest to us because it brings 
us closer to the real world and because it en¬ 
ables us to focus on economic-political welfare. 

Because we have already learned a good deal 
about general and more or less universal 
economic principles in Atomisia, the economy 
of pure competition, we shall not need to 
stay long in Monocompia; we shall be able to 
cover a lot of ground in a short space because 
of our previously acquired background. We 
shall, however, wish to note the differences 
between the economic processes in the two 
countries, just as one notes the differences in 
dress, speech, customs, and institutions of any 
newly visited country. 

It should be noted also that our interest in 
this economy comes from the fact that con¬ 
ditions here arc to a considerable extent found 
in the real world economies to be studied later. 
Indeed, all the societies studied in this part of 
the book will help us to understand and ap¬ 
praise real-world America, Russia, and Great 
Britain, which we study later. 

1. Wants of the Households 

In Monocompia the number of households 
is assumed to be exactly the same as in Atom¬ 
isia. The definition of the term "household” 
is also exactly the same as before. We may also 
assume that the Monocorapian households 
want the same types of goods for want-satis¬ 


faction: food, shelter, clothing, health, recre¬ 
ation, education, and so forth. But several 
significant things distinguish Monocompian 
from Atomisian wants. First, the desire for 
security in the attainment of want-satisfaction 
appears to be somewhat more intense among 
Monocompian than among Atomisian house¬ 
holds, so that a given amount of security has a 
higher marginal utility. Second, Monocom- 
pians desire a wider variety of goods, par¬ 
ticularly of individual goods such as cigarettes 
and furniture. Households are not satisfied 
with a single standard "make" of cigarettes, 
furniture, or what not. They like to have a 
number of "makes" to choose from, and they 
obtain satisfaction out of habitually identify¬ 
ing themselves with their particular choices. 
It helps them “express their personalities," as 
the saying goes. In short, variety of goods and 
of "brands" has utility for Monocompians. 

There is a third difference: Monocompian 
households do not possess the complete knowl¬ 
edge about the nature and prices of products 
that Atoraisians had. We assume partial 
ignorance among them of the products avail¬ 
able for present want-satisfaction. Making 
studies or surveys to determine the nature, 
qualities, and prices of various products is irk¬ 
some for an individual household; it has con¬ 
siderable disutility. Consequently, the house¬ 
holds like to be told about the nature and prices 
of products. They like to get the information, 
and they like the way (i.e., the form, colors, 
language) in which the information is some¬ 
times presented. In short, there is advertising 
of products in Monocompia, and the advertis¬ 
ing has utility for most households. 

Now advertising, if it accurately describes 
goods, fills the void of household ignorance 
about available kinds and brands of products. 
In any case, advertising may be said to contrib¬ 
ute very importantly to the creation of house¬ 
hold wants. Through advertising, the firms 
making the products are able to influence the 
desires of the households. Thus, as we shall 
see, Monocompian firms can be much more than 
mere agents of households, which was the 
position generally occupied by Atomisian 
hrms. Firms in Monocompia may not be able 
to dominate households, but they are not, 
under our assumptions, just passive. They try 
to influence households’ dollar-voting. 
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2. The Economy’s Resources and Technology 

For Monocompia we assume the quantity 
and quality of population and natural resources 
to be about the same as in Atomisia. Similarly 
the technology of production is assumed to be 
the same. But there are certain differences in 
both resources and technology. 

a. Resources 

For one thing, resources are less mobile in 
Monocompia. The households that own them 
are not purely "economic men," and their 
decisions to sell the services of the productive 
factors they own are not based wholly on 
purely economic considerations. Households 
are partially ignorant not only of products and 
product prices but also of the factor service 
prices offered by various firms and of the em¬ 
ployment opportunities in various firms. More¬ 
over, their desires for security and their habits 
of thought and action operate to hinder their 
economic reactions to those differences in 
factor-service prices and employment oppor¬ 
tunities that they do know. In other words, 
when a firm in the market for labor or savings 
raises its offered wage or interest rate, the 
Monocompian household docs not respond 
quickly and certainly. It may well feel secure in 
its present employment and be somewhat afraid 
of the unknown. It may have become attached 
to its present place of residence and work. 
There arc, in short, certain disutilities or costs 
of movement here that did not exist for the 
Atomisian household. All these conditions 
make for a certain immobility of resources. 

b. Technology 

The technology of production is assumed to 
be identical with that in Atomisia. That is, the 
machines, tools, and organizational methods 
known for producing goods are no more or 
less complicated than those in Atomisia. The 
sole difference arises from the fact that Mono¬ 
compian firms use advertising and sales pro¬ 
motion to dispose of their products to house¬ 
holds. Thus the Monocompian firms may be 
said to be interested in a branch of knowledge 
which is of no concern to Atomisians, namely 
the principles and methods of advertising and 
increasing the sales of individual (irms. Each 
firm tries to convince households that its 
product—commodity or service—is to be 


preferred to similar products sold by other 
firms. These selling techniques include three 
things: (1) differentiation of the product; (2) 
advertising through various media, such as 
newspapers, magazines, and billboards; and 
(3) employment of salesmen for "visits" to 
households and other firms. Of these three 
selling measures, only "product differentia¬ 
tion" needs comment here; actually the 
advertising and sales methods are only methods 
of differentiating the product in the mind of 
the household-consumer. 

Product differentiation may be thought of 
as a set of circumstances under which the 
firm’s product is so distinguished in a given 
household's mind that (a) the household pre¬ 
fers to buy from one firm rather than from 
others selling similar products when the prices 
of the similar products arc identical; or (b) 
the household is willing to pay a higher price 
for the given firm's product than for similar 
products sold by other firms. The differences 
among the similar products made by the com¬ 
peting firms may be real or imaginary. So long 
as a household believes they exist, they do 
exist, because the household actually makes 
decisions on the basis of believed differences. 

Firms differentiate their products in many 
ways: physical or chemical composition, shape, 
size, color, labels, trade marks, brand names, 
copyrights, patents, packaging, personalities 
of sales-pcrsons, location of sales place. A 
moment's thought will show how each of 
these things serves to make the household 
distinguish a given product from many other 
very similar ones. Let us assume that there are 
1000 firms in Monocompia making a standard, 
homogeneous product such as a five-grain 
aspirin tablet. To the households the aspirin 
tablets of no one firm arc identical with those 
of the others, even though the physical and 
chemical make-up and the size, shape, and 
color of all the products is the same. The 
various aspirin products are sold in bottles of 
different shapes, each bearing a different label 
with different printing, color, brand name, 
and trade mark. Moreover, the cardboard 
package in which the bottle is held also is 
made and marked distinctively. Finally, the 
retail drugstores in which these products arc 
sold are differentiated in the minds of house¬ 
holds, by location (convenience or accessi- 
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bility), by general physical attractiveness, and 
by the personalities of the sales-persons. The 
result is that household A prefers to buy brand 
K of aspirin at drugstore X, whether or not 
it knows that all the aspirin it can buy is 
physically and chemically alike. 

It must not be thought that there are never 
any physical and chemical differences among 
differentiated products. A great many similar 
products do differ in these respects to a greater 
or less degree. In fact, we assume that the great 
bulk of similar products in Monocompia are 
actually so differentiated. 

From all this we find that part of the re¬ 
sources owned and sold by Monocompian 
households to Monocompian firms are em¬ 
ployed and organized by these firms in accord¬ 
ance with certain techniques for the express 
purpose of differentiating the firms' products in 
the minds of the households. 

3. The Organization for Making Economic 

Decisions 

a. The General Methods of Economising 

Since the social organization that governs 
the general goals and methods of economizing 
in Monocompia closely resembles that of 
Atomisia, the student should at this point re¬ 
view Chapter 9 which described the setting of 
the economic process. The role of government 
is about the same in the two economies. There 
is a similar dislike of governmental interfer¬ 
ence in economic life; the official government 
policy is one of laisses faire. The government 
acts as referee and as protector from coer¬ 
cions but not as regulator. (Monocompians 
do not regard advertising and selling pressures 
as efforts to coerce.) The rights and duties of 
households and firms are much the same as in 
Atomisia. There is freedom of private enter¬ 
prise, private property, private contracts. 
Economic democracy is supposed to go hand 
in hand with political democracy. There is 
money in Monocompia, and it performs the 
same functions as in Atomisia. The regulation 
of economic activity is left to the mechanism 
of the price system; The Hand is supposed to 
fuhetion in Monocompia as in Atomisia. In 
short, the general methods of economizing in 
this society are pretty much the same as in 
Atomisia. 


(1) Market Conditions. But there is one main 
difference, and it is a very important one: The 
markets of Monocompia are not purely and 
perfectly competitive, as they were in Atom¬ 
isia. They arc imperfectly and monopolisti¬ 
cally competitive. This fact has already been 
suggested by our statement that households 
are partially ignorant of products and product 
prices and of factor-service prices and employ¬ 
ment opportunities. Moreover, the greater de¬ 
sire for security tends to make adjustments of 
sales and purchases to price changes less im¬ 
mediate and complete; in other words, there 
are certain barriers to economic mobility. 

The desire for security affects firms as well as 
households. Although firms in Monocompia 
may be assumed to have reasonably complete 
economic knowledge, they appear to have a 
strong desire for security. The existence of 
special selling and advertising techniques 
cannot be laid wholly to household ignorance 
and insecurity. Firms advertise and employ 
salesmen in order to provide a greater measure 
of security for themselves. 

Now to the firm "security" means security 
of abnormal profits. Monocompian firms, like 
Atomisian ones, make products in order to 
make profits. But the Monocompian firms 
seem to be much more "human" in terms of 
the real world. They do not like the idea of 
being at the mercy of markets run in the purely 
competitive way. They hate the risk of loss 
involved. They dislike being unable to control 
the price of the product they sell. So they try 
to secure their profits by differentiating them¬ 
selves in the households' minds. They wish 
themselves and their products to be as nearly 
indispensable as possible to more and more 
household-buyers. 

(2) The Conditions of Pure Competition Re¬ 
lieved. Thus, we sec why the markets for 
products and for factor services are imperfectly 
competitive in Monocompia. Let us next try 
to learn why they are not purely competitive. 
We can perhaps best discover the answer to 
this question by recalling the characteristics 
of pure competition in Atomisia. There were 
three main conditions: O) Each product and 
each factor service was homogeneous and 
standardized. With respect to a given product 
or factor service, the units exchanged by each 
buyer and each seller were identical with the 
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unics demanded or offered by all other buyers 
and sellers. Each unit of a given product or 
factor service was a perfect substitute not only 
for other units produced by a given firm or sold 
bv a given household but also for the units 
sold by all other households or firms. There 
was, in other words, no reason for any buyer 
to distinguish among the sellers of a given 
product or factor service, or for any seller to 
distinguish among the buyers—except on the 
basis of price differences. ( b ) There were a great 
many buyers and a great many sellers of each 
product and factor service. So small an eco¬ 
nomic atom was each household and firm 
relative to the group of households or of firms 
that, given the homogeneity of the product or 
service, the market price was a given datum 
to each household and firm—something be¬ 
yond its power to affect, (c) There was com¬ 
plete freedom of buyers and sellers to enter any 
market for a product or factor service. There 
were no restrictions preventing any household 
from buying products or selling factor services 
in any market or preventing firms from buy¬ 
ing factor services or selling products in any 
market. 

(3) Elements of Monopoly in Finns, (a) The 
Selling of Products. Now in Monocompia the 
first of these conditions is clearly "out" so 
far as firms’ products are concerned. For even 
though the products of several firms may be 
generally similar, they are sufficiently differ¬ 
entiated so that each one is, in effect, a different 
product. And to the extent that products arc 
differentiated in the minds of households, each 
firm has created a more secure market for its 
own product. So if it raises its product's price, 
it will not lose all its buyers as it would in 
Atomisia. Conversely, if it lowers its price, 
other firm’s customers will not all flock to its 
doors. 

Now when in economic life we have a situa¬ 
tion in which incomplete substitutability 
exists between the product of one firm and 
those of all others, we call the situation mon¬ 
opoly (from the Greek, "one seller"). There 
are many different degrees of monopoly. The 
main determinant of the degree of monopoly 
is the closeness of available substitutes for 
satisfying a particular want of households. 
If there is no available substitute for a product, 
the maker is said to have a complete or per¬ 


fect monopoly. Actually it is very difficult if 
not impossible to think of a product that has 
no substitutes of any kind. Milk, beer, or light 
wine may be considered substitutes for drink¬ 
ing-water. Kerosene or candle lighting are 
substitutes for electric light—not close ones, to 
be sure, but substitutes nonetheless; and their 
existence helps to limit the price that a mon¬ 
opolistic firm can charge for drinking-water or 
electric light. Such a firm would have a rela¬ 
tively complete monopoly but not an absolutely 
complete one. 

On the other hand, the aspirin-making firms 
mentioned above have only a slight degree 
of monopoly. There are a great many close 
substitutes (other brands of aspirin tablets) 
for their respective products. Nevertheless, 
the other firms' products are not complete or 
perfect substitutes for the product of a given 
firm; and, to the extent that perfect substituta¬ 
bility is lacking, each firm docs possess a de¬ 
gree of monopoly in respect to its own product. 

(b) The Buying of Factor Services. Mono- 
compian firms also possess a degree of monop¬ 
oly in buying factor services. Because of house¬ 
holds’ partial ignorance and because of their 
attachments to particular places of work and 
residence, there is lack of factor-service 
mobility; the factor-service markets are im¬ 
perfectly competitive. Because the firms that 
households know about vary in "reputation" 
as to working conditions, treatment of 
employees, promptness in making interest 
payments, etc., the firms are differentiated in 
the households' minds in desirability as 
employers, just as they are differentiated as 
sellers of a product. So no single firm’s employ¬ 
ment opportunities for labor and savings arc a 
complete and perfect substitute for those of 
any other. Each firm has its own "following” 
of household-sellers of factor services just as 
it has its following of buyers of its product. 
In short, the factor-service markets are not 
purely competitive; each firm possesses some 
degree of monopoly in buying factor services. 
This kind of situation on the buying side is 
known as monopsony (derived from the Greek, 
"one buyer") rather than as "monopoly.” % 

(4) Elements of Competition among Firms. Thus 
we sec that the first market condition of pure 
competition among firms does not hold in 
Monocompia, as it did in Atomisia. We must 
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abandon ic for rhe assumption that is precisely 
suited to Monocompian markets—the assump¬ 
tion of differentiation among firms in product 
selling and in factor-service buying, the as¬ 
sumption of a degree of monopoly among firms. 

Now what of the second and third conditions 
of purely competitive Atomisian markets: a 
great many firm-sellers of products and a 
great many firm-buyers of factor services; anJ 
complete freedom of entry into and exit from 
the markets for products and services? Here 
we find great similarity with Atomisia. In 
Monocompia, we assume, a very large number 
of firms make anJ sell each kind of product, 
and a very large number of firms buy the factor 
services under differentiated conditions. In this 
respect, then, competition prevails among the 
firms in the economy. 

Entry into and exit from markets for a given 
kind of product or factor service is also as¬ 
sumed to be relatively free, though entry is not 
entirely so. Patents, trade marks, and brand 
names are protected by law in Monocompia. 
No firm is free to copy exactly all or most of 
the things that distinguish the product of a 
given firm. But close imitations are possible, 
and to the extent that they may be developed 
and sold, there is freedom of entry. Exit from 
a market of closely competing substitutes is of 
course completely free; a firm can always go 
out of business in Monocompia as in Atomisia. 

(5) Monopolistic Competition among Mono¬ 
compian Firms. Thus the firms of this economy 
operate in some respects as monopolists and 
monopsonists and in some ways almost as 
under pure competition. The facts of free entry 
and exit and of large numbers greatly soften the 
conditions of monopoly. In the light of both 
sets of circumstances we are compelled to con¬ 
clude that Monocompian markets are best 
characterized as monopolistically competitive 
for firms. The firms sell under conditions of 
monopolistic competition and buy under con¬ 
ditions of monopsonistic competition. 

(6) Monocompian Households. What of the 
households? Are they also monopsonistically 
and monopolistically competitive? In order to 
study conditions which again are character¬ 
istic of the real world we assume that Mono¬ 
compian households buy and sell under the 
three conditions of pure competition, just as 
m Atomisia. To firms the households are not 


differentiated, either as sellers of factor services 
or as buyers of products. Each household’s 
patronage and factor services arc perfect sub¬ 
stitutes for every other s in the respective 
markets. 

b. The General Goal of Economising 

As to the general goal of economizing, we 
have once more the question of priority of 
want-satisfaction—of whose wants shall be 
satisfied how much?” In other words, we have 
again to ask, what arc the principles of distrib¬ 
uting the economy’s total income? 

We find that the Monocompians have so 
arranged their legal and other institutions as 
to distribute income among the millions of 
households in accordance with the principle 
of market advantage based on productivity, 
given the distribution of resource-ownership. 
The generally accepted goal is to give the 
largest shares of total income (the largest 
amounts of want-satisfaction) to those house¬ 
holds which contribute most to the production 
of the total income—by virtue of the amount 
of resources they own and of their talents, 
skills, energy, or luck. 

In the general principle, then, Monocompia 
docs not differ from Atomisia. But in practice 
there is a noteworthy difference. "Productivity” 
in Monocompia includes elements unknown 
in Atomisia. Part of the resources at the dis¬ 
posal of Monocompian firms arc used to pro¬ 
duce distinctive packages, labels, and adver¬ 
tising pictures. So a person in Monocompia 
may be individually "productive” and may 
earn a sizeable income by devoting his full time 
to the arts of persuading other households to 
buy the product of the firm which employs 
him. Thus when we say that the Monocom¬ 
pians believe in the productivity principle we 
must not forget the circumstances under which 
a person s "contribution” is measured. From 
the social standpoint a "contribution" that is 

produced" must be a contribution to total 
want-satisfaction. Whether those who produce 
differentiation of products make such a con¬ 
tribution, i.e., whether they are socially pro¬ 
ductive, is a question we shall take up later. 

4. The Assumptions and the Plan of Study 

Our entire discussion above of the setting 
for economizing in hypothetical Monocompia 
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may be thought of as an exposition of our as¬ 
sumptions for this economy. In addition, we 
adhere to the Atomisian assumptions that each 
firm has a single owner and produces only one 
product. 

In the ensuing discussion of the main details 
of economizing, we deal first with individual 
firms and households and then with the entire 
economy. In these analyses we shall have to 
distinguish stationary, progressive, and "dy¬ 
namic" conditions. 

B. The Economizing of Individual House¬ 
holds and Firms 

1. Individual Households in Monocompia 

Bearing in mind our detailed discussions 
about the economic decisions made by Atom¬ 
isian households and remembering also our 
description of Monocompian households earlier 
in this chapter let us consider the economizing 
of the Monocompians. 

a. Selling to Highest-Price Firm; Buying frtrm 
Lowest-Price Firm 

Monocompian households are often unable 
to offer their factor services to the highest- 
bidding firm in a market because they are par¬ 
tially ignorant of the prices offered by all 
firms. The households are often unwilling to 
offer their services to such firms because of 
their habitual attachment to their present 
places of work and living. This attachment 
may arise out of crowd behavior, the inertia 
of habit, or because firms have actively pro¬ 
moted a differentiation in the households* 
minds by methods to be noted later. Similarly, 
in buying products, Monocompian households 
are often unable or unwilling to buy their 
products from the lowcst-price firms. 

To the extent that these market imperfec¬ 
tions exist for households in this economy (and 
they by no means are universal or complete), 
two results follow: (a') The individual supply 
curve of labor or savings to a particular firm is 
not infinitely elastic as in Atomisia. It is pos¬ 
itively inclined and not very elastic, showing 
that substantial increases in factor-service 
prices are necessary to make the household 
mobile as between firms. The group-household 
supply curve for a particular firm is like the 
individual curve. Similarly with buying prod¬ 


ucts: The individual and the group negative 
demand curve is less elastic here, showing that 
more substantial price changes are required here 
than in Atomisia in order to cause one or more 
households to shift patronage. (£) The alloca¬ 
tion of total resources for the maximization of 
total income in the whole economy is impeded. 
Ignorance and the desire for security prevent 
households from making as great a contribu¬ 
tion to the optimum allocation of recources as 
Atomisian households make. However, it 
should be very carefully noted that this con¬ 
clusion may be of dubious validity if we include 
security among the economic goods desired by 
a given household. If we hold to the usual, 
rather narrow definition of economic goods 
(commodities and services for final consump¬ 
tion), we can agree that the desire for security 
hinders economic mobility and tends to lessen 
total income or want-satisfaction. But if we 
believe that security is itself an economic good 
which provides want-satisfaction and that 
therefore it must be on the list of goods 
among which the economy’s total resources 
are to be allocated, we may well consider that 
the allocation in the broadest sense is not 
seriously impeded by households and that the 
total amount of want-satisfaction among 
households may be as great in Monocompia as 
in Atomisia, if it is not lessened by other 
circumstances yet to be reviewed. We shall 
have more to say about this later. 

b. Equilibrium Quantities and Supply Curves of 
Labor and of Savings 

In general, and without regard to any par¬ 
ticular firm, the household allocates its total 
time resource between leisure and work in ac¬ 
cordance with the same principles as in Atom¬ 
isia. The Monocompian household is not large 
enough to influence wage rates by varying 
the amount of man-hours offered. Neither is it 
differentiated from other households in the 
minds of firms. Therefore it can consider any 
wage rate constant. Consequently, the house¬ 
hold’s outlay curve for any wage rate is 
straight, as in Atomisia. The positions and 
slopes of its indifference curves, which repre¬ 
sent its preferences between leisure and income, 
are much the same as in Atomisia. Then, given 
the indifference map and given an outlay curve 
whose slope is based on a given wage rate, the 
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equilibrium quantity of labor that the house¬ 
hold is inclined to offer in order to earn an in¬ 
come that meets its standard of living is de¬ 
termined on the same principles as in Atomisia. 

When the Monocompian household con¬ 
sider changes in the level of wage rates, so that 
the outlay curve pivots back and forth on the 
income axis, we may expect that the labor- 
supply curve showing the various equilibrium 
quantities of man-hours for the economy as a 
whole will be similar in shape to that of the 
Atomisian household: It has two parts—the 
lower, positive, and decreasingly clastic part; 
and the higher, more relevant, negatively in¬ 
elastic part. The group labor supply curve for 
the economy as a whole looks like this too. 
(Dear in mind, however, that, as in Atomisia, 
the individual and total labor-supply curve for 
highly skilled, ’ , uppcr-c!as$ ,, households is 
probably positive throughout.) 

By generally similar reasoning we conclude 
that the Monocompian individual and group- 
household supply curves of savings for the 
economy as a whole have about the same 
shapes and slopes as in Atomisia. It must be 
remembered, of course, that under stationary 
assumptions there are no net savings by Mono¬ 
compian households as a whole. Some net- 
save while others net-dissave. 

But the negativity of the general supply 
curve for labor and the vertically of the 
general supply curve of savings to the whole 
economy do not mean that labor-supply and 
savings-supply curves to particular differenti¬ 
ated firms cannot be positive. They were posi¬ 
tive for particular industries in Atomisia. But 
the factor-service supply curves to individual 
firms in Monocompia are more clastic than the 
industry curves in Atomisia, because employ¬ 
ment conditions among similar individual 
Monocompian firms are closer substitutes than 
among different Atomisian industries. 

c. Equilibrium Quantities of and Demand Curves 

for Products 

What was just said about the supply schedule 
of equilibrium quantities of labor-hours at 
various given wage rates holds generally also 
for the equilibrium quantities of products to 
be bought at various given, constant prices 
and for the derived individual and group de¬ 
mand schedules. In other words, the same 


general economic principles for determining 
equilibrium and for deriving demand schedules 
hold in Monocompia. 

Although the principles are the same, there 
is a difference in their application. Atomisian 
households were faced with whole industries’ 
products that were not close substitutes, as arc 
many different brands of electric light bulbs. 
When the price of one brand of, say, electric 
light bulbs rises, the Monocompian household 
will switch to another brand much 
more quickly than the Atomisian household 
switched from electric light to kerosene 
when the price of the former rose. In other 
words, the product-demand curves to individual 
Monocompian firms arc much more elastic 
than those of whole industries in Atomisia. 

On the other hand, the households’ indi¬ 
vidual and group demand curves to individual 
firms in Monocompia arc less elastic than to 
individual firms in Atomisia. Demand curves 
to individual firms in Atomisia were infinitely 
elastic. In Monocompia, because of the tinge 
of monopolistic differentiation of each firm’s 
product, none of them is as elastic as in 
Atomisia. 

It is to be noted that, since each firm's 
product is differentiated and is therefore to be 
regarded as a separate product, we cannot 
properly derive a demand curve for a group of 
related products such as various brands of 
aspirin, because the group of products is not 
homogeneous. 

d. Households under Progressive and Dynamic 

Conditions 

Under progressive and dynamic conditions, 
the economic decisions of Monocompian house¬ 
holds arc much the same as those of Atomisian 
households under these conditions. There arc, 
in Monocompia, ( 1 ) the same uses of dis¬ 
counted future prices for planning periods of 
varying duration; ( 2 ) the same kinds of shifts 
in the positions and elasticities of the demand 
curves for the same reasons; and (3) the same 
kinds of shifts in the supply curves of labor 
and savings for the same reasons. 

Moreover, the schedules of the propensity 
to consume and of the propensity to save for 
Monocompian households arc derived by the 
same principles as for Atomisian households. 
In general these curves (income demand curve 
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for consumption goods and income supply 
curve of savings) have similar shapes and slopes 
to the Atomisian ones. 

2. Individual Firms in Monocompia 

In this economy it is the individual firm that 
is differentiated in the minds of the households; 
it is not the individual household that is differ¬ 
entiated in the minds of the firms. Therefore 
we might well expect the economizing of 
Monocompian firms to differ more widely from 
that of Atomisian firms than the economizing 
of Monocompian households differed from that 
of Atomisian households. Let us see if this is 
so, bearing in mind our previous analyses of 
Atomisian firms' decisions and our earlier 
statements about Monocompian firms in this 
chapter. 

As already pointed out, Monocompian firms 
sell products to households under conditions 
of monopolistic competition and buy factor 
services from households under conditions of 
inonopsonistic competition. Now the condi¬ 
tions under which factor services are bought 
influence the firm s cost curves (ATC and AfC); 
and the conditions of product-demand affect 
the firm's MRP and ARP curves for factor 
services. Then if we allow monopolistic and 
monopsonistic competition into the picture at 
the same time, the product-price-output equi¬ 
librium of the firm will be affected from both 
the demand and cost sides; and the simul¬ 
taneous factor-service-pricc-input equilibrium 
will be affected from both the demand and 
outlay sides. To have this double influence on 
each equilibrium at the same time may re¬ 
tard our understanding of the particular effects 
of each influence. Therefore our analysis will 
be in three steps: (*) We shall first consider 
only monopolistic competition, with the 
temporary assumption that the firm buys labor 
and savings under purely competitive condi¬ 
tions. Here we shall concentrate on the firm's 
product-pricc-output equilibium. (£) Then we 
shall consider only monopsonistic competition, 
with the temporary assumption that the firm 
sells its product under pure competition. Here 
we concentrate on t! ■ factor-service-pricc-in¬ 
put equilibrium, (c) . '-ally we consider both 
monopolistic and r jd sonistic competition 
together, with apj .\>p- iate modifications of 
our previous findings. 


a. Selling to Highest-Price Households; Buying 
from Lowest-Price Households 

Monocompian firms are like Atomisian 
firms in that they try to sell products at highest 
prices and buy factor services at lowest prices. 
In Monocompia the firms have much more 
complete knowledge of market conditions than 
households have, so that it is not necessary to 
assume partial ignorance for firms at all. They 
may be considered rather fully aware of quan¬ 
tities and prices of factor services offered by 
household-sellers and of quantities and prices 
of products bid by household-buyers. Further¬ 
more, although firms seek security of profits 
through advertising and sales efforts, they do 
not seek security by limiting their mobility; un¬ 
like households, they arc not reluctant to move 
from one buyer to another or from one seller 
to another. So far as mobility is concerned, 
then, we find no significant impediments to the 
optimum allocation of resources in the econ¬ 
omy as a whole. (There may be other ways, 
however, by which firms hinder such alloca¬ 
tion.) 

b. Equilibrium Quantities of Products with Mo¬ 
nopolistic Competition in Selling Products and 
Pure Competition in Buying Factor Services 

Now let us begin our analysis by isolating 
the effects of differentiation of the firm in sell¬ 
ing the product , without regard for differentia¬ 
tion of the firm in buying factor services. We 
assume at first stationary conditions in the 
economy and adopt at first the partial-equilib¬ 
rium approach. Then given our assumptions 
for Monocompia, how does an individual firm 
attain an equilibrium output and sale for its 
product? 

(1) The Demand Curve for the Firm's Product. 
In Monocompia the demand for the firm s 
product is not infinitely elastic, as it was in 
Atomisia. The firm knows, from its differentia¬ 
tion of the product and from the lack of com¬ 
plete mobility among households, that it can 
control the price of the product to some extent 
by changing the amount it sells. That is, the 
firm knows that it can obtain a higher price 
by reducing the quantity it offers for sale, and 
vice versa. Hence the households' demand 
curve for the product must be tipped 
(sloped) downward from left to right, as 
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shown by curve AR in Chare 81. In Atomisia 
neither the individual nor the group-house¬ 
hold demand curve was the one facing the 
individual firm; the group-household demand 
curve intersecting the industry supply curve 
provided a price which was a given constant 
datum for the firm and therefore gave it a hor¬ 
izontal demand curve. But in Monocompia 
the firm, however small, is a little "industry" 
all by itself because no other firm's product is 
exactly like its own. Therefore the group- 
household demand curve for its product is the 
firm's unique demand curve. (Other firms' ac¬ 
tivities may influence it, but other firms do 
not share it; they have their own unique de¬ 
mand curves.) 

But even so, the demand curve for the firm's 
product is not very sharply tipped. For most of 
its length it is considerably elastic, much more 
than unit-elastic. This follows from our as¬ 
sumption that, although similar products of 
other firms are not perfect substitutes, they are 
close ones. 

The demand curve for the firm's product is, 
as we know, a price-quantity curve. And in 
Atomisia price and average revenue were the 
same for every quantity sold, so that the MR 
and AR curves were identical because each 
increment in output was always sold at the 
same price or average revenue. But the situa¬ 
tion is different for a Monocompian firm. The 
MR curve falls downward from left to right 
btlow the AR curve. As more output is sold, 
the increment in total revenue—which is what 
the marginal revenue is—declines. And it docs 
so at a faster rate than the price (AR). It falls 
not by the drop in price itself but by that drop 
times all the units of product sold at the new 
price. Thus if 49 units of a product can be sold 
at a price (AR) of $100 and 50 units can be sold 
at $99, total revenue in the first case is $4900, 
in the second $4950. The increment in total 
revenue, the marginal revenue, is $50, which 
is equal to the drop in price (AR) of $1 times 
the number of units sold (50) at the new, lower 
price. Thus we illustrate again the point made 
in Chapter 15: When an average curve is falling, 
its marginal curve is below it. 

The determinants of the AR curve are 
household wants and preferences, money in¬ 
comes, and the price of other goods. A change 
in the price of the product causes only a move- 


CHART The Demand Curve for a 



ment up or down the existing AR curve. But 
a change in any one of the three determinants 
shifts the whole AR curve left or right and 
may change all its elasticities. 

In stationary Monocompia and under partial- 
equilibrium and static analysis, where we 
assume that there are no secular (progressive) 
trends and no cyclical fluctuations, the most 
important of these three determinants of the 
group demand (AR) curve for the firm's prod¬ 
uct are the households' wants and preferences. 
And under monopolistic competition the firm 
is able to influence households' wants and pref¬ 
erences. The firm, in other words, can obtain a 
distinctive demand curve of less than infinite 
elasticity for its own product. It is also often 
able to secure a rightward shift in the whole 
AR curve. It achieves these two favorable re¬ 
sults by (1) advertising and selling expenditure 
and (2) product variation —i.e., by making the 
product or its package or container more at¬ 
tractive to households. 

Thus, in Monocompia the individual firm 
has three ways of trying to increase sales. The 
monopolistic competitor may ( 1 ) lower his 
product price; ( 2 ) increase advertising and sell¬ 
ing outlay; (3) vary his product. As we 
shall see, the firm's circumstances dictate 
which method or methods shall be used. To 
repeat: A lowering of the product price causes 
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a movement down the demand (/IR) curve; 
and advertising-selling and product variation 
tend to shift the whole curve to the right. 

Product variation and advertising and selling 
tend to shift the demand curve by attracting 
household-buyers not only from other firms 
making similar products but also from other 
firms making unlike products. People may 
decide, for example, to buy cigarettes rather 
than candy because cigarette advertising has 
changed the pattern of their preferences. 
New customers then are gained not only for 
the particular firm but also for the whole 
“industry." 

The effects of sales promotion on the e la tricity 
of a demand curve is not easy to determine, 
given a curve already less than infinitely elastic 
because of product differentiation. If by ad¬ 
vertising a firm succeeds in convincing house¬ 
holds of the superiority of its product, the 
demand curve will most likely become less 
elastic in its upper parts and possibly more 
elastic in its lower ones. This means that an 
increase in product price will cause less of a 
decline in sales than formerly, because buyers 
have become more attached to the product. 
It also means that a given decrease in price may 
cause a greater increase in sales, because new 
buyers may now be more willing to “switch" 
to the product. 

(2) The Finn's Cost Curvet, (a) The Short 
Period. In the short period some of the factor 
services’ inputs arc fixed (plant scale is not 
variable), and entry into or exit from the “in¬ 
dustry" (i.c., the general field of similar, 
closely competing products) is closed. All this 
as in Atomisia. But since the Monocompian 
firm has a cost which the Atomisian firm does 
not have, the cost of promoting sales, it has 
two main kinds of costs: (1) the costs of 
manufacturing (these arc what we called 
“production" costs, the only costs that an 
Atomisian firm had); and (2) the cost in¬ 
volved in advertising and selling. Thus the 
promotion of sales not only may change the 
position and elasticities of the product-de¬ 
mand curves; it also makes a difference in the 
firm's average total cost (A TC) curve in the 
short period, as we shall learn. 

Production or manufacturing Costs, as in 
Atomisia, include all outlays, variable and 
fixed, incurred in making the product and 


transporting it to the buyer. Selling costs in¬ 
clude all outlays incurred in trying to influence 
the demand curve for the firm’s product. Under 
partial-equilibrium analysis this condition 
marks the dividing line between production 
and selling costs: Production costs do not 
affect the demand for the product; selling costs 
do. 

To simplify our short-run study of the mo¬ 
nopolistically competitive-firm we shall assume, 
without too much violence to reality, that 
(1) the product is fixed in nature (there is only 
one variant in the short period); and (2) the 
total "appropriation” or outlay on advertising 
and selling is fixed during the short period. 
Then the firm has an over-all averagc-total-cost 
( ATC ) curve which sums the following costs: 
(1) all fixed costs for each possible output; (2) 
the variable costs of labor input for each possi¬ 
ble output. The fixed costs include the outlays 
on the fixed manufacturing input and on selling. 
These fixed costs in relation to output give an 
AFC curve which, when added to the AVC 
(average labor cost) curve, give the over-all 
ATC curve. And this curve, like the purely 
manufacturing ATC curve, is pierced by the 
marginal cost (A1C) curve at its lowest point. 
The AIC curve represents, as usual, the change 
in total cost when total output is changed by 
one unit. The marginal cost can be derived 
cither from the change in total variable (labor) 
cost or in total over-all cost; both methods 
give the same AlC's, as shown in Chapter 15. 

The important relationships arc shown in 
Chart 82. The ATPC curve represents average 
total production costs for different outputs, 
and the ATC curve represents average total 
over-all costs for different outputs sold. The 
AIC curve is marginal to each average curve. 

(b) The Lon g Period, (i) The average curvet. In 
the long period, as we know, there is no time 
limitation on varying all inputs and outlays, 
including those on selling. In other words, 
scale is variable. But in Monocompia “scale’ 
and “optimum scale" (which the firm tries 
to attain) have a broader meaning than in 
Atomisia. There the long-run or optimum scale 
referred only to manufacturing (including 
transportation costs); the firm tried to achieve 
the least-cost plant for producing the product, 
given the product price. In Monocompia the 
achievement of an optimum scale involves not 
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only the scale of the production facilities (the 
plant). It involves also the scale of selling 
effort; and it involves choosing, among all 
possible variations, that product which is cal¬ 
culated to maximize profits. In brief, under 
long-run conditions we have two wore variables 
to consider in dealing with cost curves. Selling 
costs must be separated from production costs 
because sales promotion affects the product- 
demand curve as well as the cost curves. 
Product variants must be held separate be¬ 
cause each variant not only affects the product- 
demand curve but also influences the cost 
curves (i.c., each “product" has its own cost 
curves). 

Suppose, for simplicity, that there arc only 
two possible variants of the firm's product and 
only two possible total outlays on sales pro¬ 
motion. Each product variant will have a dif¬ 
ferent long-run ATPC curve. To each of these 
we add average (fixed) sales cost number one. 
This gives us two over-all ATC curves for the 
firm to choose from. Then to the long-run ATPC 
curves for each product variant we add average 
(fixed) sales cost number two. This gives us 
two more alternative over-all ATC curves. 
These four long-run cost curves as a group rep¬ 
resent all the cost variables. They arc long- 
run curves, as above defined. Our firm thus has 
four long-run cost alternatives open to it. 

If there were ten product and, say, eight 
possible total salcs-promotion outlays, the 
firm would have a group of 80 long-run curves 
to choose among. And so on. 

However many ATC curves there arc in a 
"set," each has an appropriate A1C curve show¬ 
ing increments in total cost as total sales arc 
considered to rise one unit at a time. 

(ii) The marginal-cost curve. Each long-run 
ATC curve has a long-run MC curve, similar in 
nature to any long-run MC curve. But in Mono- 
compia, for reasons to be given later, neither 
the long- or the short-run A1C curve of the firm 
is, as it was in Atomisia, a product-supply 
curve. 

We know the determinants of the ATPC 
curve (see Chapter 15). In addition to these, 
two other determinants of the over-all ATC 
curve are ( 1 ) the price elasticities of supply of 
the factor services employed in sales promo¬ 
tion; and (2) the technology relevant to sales 
promotion. 


CHART Short-Run Cost Curves for Mono- 
82 compiati Firm 



(3) The Firm's Equilibrium Output, (a) The 
Short Period. In the short run the firm's product- 
variant and total outlays on sales promotion 
have been assumed fixed. Actually, then, the 
only variable on the cost side is assumed to 
be labor cost, and the only variable on the 
demand side is price. So the firm's equilibrium 
output can be determined. Chart 83 shows how. 
Broadly, the determination is the same as it 
was for an Atomisian firm (pages 282-92). The 
firm will produce and sell that quantity of the 
given variant of the product at which the 
marginal revenue just equals the marginal cost 
of producing and selling it. This quantity of 
the product provides maximum profits or mini¬ 
mum losses. Let us remind ourselves why these 
things are so. 

If, as the firm imagines itself expanding out¬ 
put and sales, it finds that the increase in total 
revenue from increasing sales by one unit ex¬ 
ceeds the increase in total cost of the expan¬ 
sion, it would be economically unwise not to 
enlarge the output; there is a marginal profit 
in so doing. On the other hand, if a sales' in¬ 
crease of one unit raises marginal costs by a 
larger amount than it raises marginal revenue, 
the firm would be foolish to expand the out¬ 
put. In short, the firm is in its best position at 



528 


THREE LARGE PRIVATE-ENTERPRISE ECONOMIES WITH SOME MONOPOLY 


CHART 

83 


Short-Run Equilibrium oj the 
Monocompian Firm 




o N 


Quantity produced and sold 

an output where the gain in total revenue just 
equals the increase in total cost. If output were 
either smaller or larger, the firm would be ob¬ 
taining smaller total profits. 

Note carefully that the firm does not try to 
equate average revenue or price with average 
total cost, which would mean no abnormal 
profits and no losses. The demand curve (/4R) 
may be so high that such a thing would be 


most foolish; the firm would be foregoing large 
abnormal profits. But equating marginal rev¬ 
enue with marginal cost tells the firm at what 
output abnormal profits are the highest. Simi¬ 
larly with minimum losses. The AR curve 
might be so low or so far to the left that it 
would be utterly impossible to equate average 
revenue with average total cost, and nothing 
but a loss would be possible at any output. But 
equating marginal revenue with marginal cost 
tells the firm its least-loss output. 

Parts A and B of Chart 83 show, respectively, 
an abnormal-profits and a loss equilibrium. On 
the basis of the technique already learned, let 
the student work out and explain the diagrams. 

One very important point appears from the 
analysis of the two diagrams. Although the 
general principle of equating marginal cost 
with marginal revenue is completely observed 
(lust as for the Atomisian firm), the fact that 
the MR curve is not identical with the AR 
curve (as it was in Atomisia) but falls below 
the AR curve makes a great deal of difference 
in the equilibrium sales-quantity chosen by 
the firm. In Atomisia the identity of the MR 
curve with the horizontal price (/4R) curve 
meant that equilibrium was established where 
product-price and marginal cost were equal. In 
Monocompia, because the price ( AR ) curve is 
falling, and therefore the AIR curve falls more 
rapidly below the price curve, product-price 
and marginal cost arc not equal. In every case 
price OP is higher than marginal cost NK for 
the equilibrium amount of sales. If the Mono¬ 
compian firm—against its profit-maximizing 
or loss-minimizing interests—had equated price 
instead of marginal revenue with marginal cost 
at point T, the sales-output (under our partial- 
equilibrium approach)would have been higher. 
But profits would have been lower or losses 
greater. Under partial-equilibrium analysis, 
this is the effect of monopolistic competition in the 
selling of the product. 

We shall deal further with this significant 
matter later. But we must note here that the 
above facts are responsible for our conclusion 
that the short-run A1C curve (and the same 
thing holds for any Monocompian firm’s long- 
run AIC curve) does not represent a product- 
supply curve for the firm. A product-supply 
curve is a price-quantity curve; quantities 
supplied arc directly related to respective 
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possible prices. In Monocompia, as shown 
above, the quantity supplied is half-determined 
by the forces represented on the MC curve, 
but this quantity is not related directly to the 
product price; it is related to the marginal 
rather than the average revenue. In short, we 
cannot "read off" from a Monocompian MC 
curve the quantities that will be offered for 
sale at various prices of the product, because 
the offered "quantities” come from the MR 
curve’s and not the AR or price curve s inter¬ 
sections with the MC curve. 

Just as in Atomisia, different conditions in 
the determinants of the /1R-MR curves or of 
the ATC-MC curves change the position of 
these curves and produce new, different equi¬ 
libria of quantity, price, and cost. An im¬ 
proved technology would have made for lower 
cost curves, a larger output. The abnormal 
profits shown in Chart 83A would have been 
larger, and the losses of Chart 83B smaller. 
A better variant of the product would probably 
have pushed the /4R-A1R curves more to the 
right, and the ATC curve would have been 
higher or lower. In this case output and profits 
might well be increased. A larger salcs-promo- 
tion outlay would have meant a demand 
curve farther to the right and a higher ATC 
curve. 

(b) The Lang Period. Now let us consider the 
equilibrium sales-quantity chosen by the 
Monocompian firm under (1) the long-period 
conditions outlined in our cost-curve discussion 
above and (2) the further condition that entry 
into or exit from the general field of the product 
(say aspirin) sold by our firm is possible for 
other firms. Our discussion will focus con¬ 
secutively on these two sets of circumstances. 

(i) Equilibrium with product and sales-promo- 
tion-outlay as well as price variable. For determin¬ 
ing the long-run profit-maximizing sales-output 
of the Monocompian firm we have the long-run 
ATC and MC curves developed above for two 
variants of the product and for two possible 
total outlays on sales promotion. These curves 
are shown in Chart 84. Cost curves number one 
are for product-variant E and sales-proraotion 
outlay R. Cost curves number two are for 
product-variant F and sales outlay R. Curves 
number three are for product-variant E and 
sales outlay S t number four for variant F and 
Sales outlay S. 


On the product-demand side the general 
relationship between the AR and MR curves 
is the same as in the short period. The AR 
curves are in general somewhat more elastic 
because of the long-run conditions previously 
mentioned. Finally, the positions of the AR 
curves are variable because of the influence of 
product variation and sales promotion. In our 
illustration here, there will be four different 
demand curves. Demand (/1R) curve number 
one is for product-variant E and salcs-promo- 
tion outlay R. Demand curve number two is 
for product-variant F and sales outlay R. 
Number three is for product-variant E and sales 
outlay S, and number four for product-variant 
F and sales outlay S. 

Let us now put our four demand ( AR-MR ) 
curves together, respectively, with our four 
sets of cost (ATC and MC) curves, as in Chart 
84. Chart 84A gives the cost curves and the 
AR- AIR curves that "belong” to product- 
variant E and salcs-promotion outlay R. Chart 
84B gives the cost and AR-MR curves for vari¬ 
ant F and the same sales outlay R. In this pair 
of diagrams we change the product and hold 
the advertising-selling costs unchanged. This 
change in the product-variant alters the de¬ 
mand curve's position and also changes the 
costs curves because the production costs differ 
for the two variants. For each diagram, con¬ 
sidered by itself, the product-variant and the 
sales outlay arc given; product price is the 
variable, and "tentative" equilibrium (for the 
particular diagram) is established by equating 
marginal revenue with marginal cost in accord¬ 
ance with the general principle. But the two 
product-variants must be compared. The prob¬ 
lem is to find which "tentative" equilibrium 
gives the larger (abnormal) profits. According 
to the chart, given the sales-promotion outlay, 
variant E provides the higher profits. 

But sales promotion outlay is not fixed in 
the long period, so we must see how large the 
profits are when the other (assumed) possible 
outlay is employed with each of the two (as¬ 
sumed) product-variants. For variant E we 
find from Chart 84C that the larger sales outlay 
i results in higher profits than outlay R. In 
Chart 84D, however, sales outlay S provides 
lower profits for product-variant F than outlay 
R did. liere the increase in advertising did 
shift the demand curve rightward to some 
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Monocompian Firm's Decision on Optimum Combination of Product, Sales 
Outlay, and Price 





extent, but not in proportion to the increase 
in costs. Apparent diminishing returns—-which 
operate just as surely for salcs-promotion in¬ 
puts as for manufacturing inputs—had set in 
earlier for product F than for product £. An 
increase in advertising, in short, was much 
more effective for £ than for F. 

Then from Chart 84 we find that the optimum 
(most profitable) combination of product- 
price, product-variant, and advertising-selling 
expenditure for the firm is the one shown in 
Chart 84C. This chart shows in simplest form 
the principle involved in the solution to the 
Monocompian firm’s economic problem. The 
more product-variants and possible sales-pro- 
motion outlays there arc, the more complicated 


D: Pfoducl-vorionl F, soiling cost S 



the problem becomes. Thus four variants and 
three sales outlays require only twelve com¬ 
parisons, while fourteen variants and twenty 
outlays would mean 280 comparisons, and 
so on. 

Clearly the Monocompian firm has a much 
more difficult economic decision to make than 
the Atomisian, to which the product-price 
was a given datum and for which the advertis¬ 
ing of a homogeneous product would have 
been sheer loss. The student may properly 
wonder whether the Monocompian firm-owner 
(or any real-world firm that advertises) has 
enough intelligence and knowledge to make 
all these comparisons. The answer to this 
question appears to be something like this: 
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In the first place, although our analysis may 
give a false impression of the degree of pre¬ 
cision involved in such a firm's decision in the 
real world, it does seem that, however falter- 
ingly and imperfectly, the firm gropes toward 
such a solution as the one above. In this respect, 
the Monocompian firm is in much the same po¬ 
sition as the Monocompian (or Atomisian) 
household which, without drawing indif¬ 
ference and outlay curves, yet roughly behaves 
as if it did. Nevertheless it must be allowed 
that salcs-promotion outlays do involve special 
difficulties. It is not so much that the cost side 
is hard to figure. But to estimate the effect 
on the product-demand curve is indeed a very 
large order. It is very difficult to estimate what 
the price-quantity demand curve will be for 
each variant of the product and for each 
amount of sales-promotion outlay. Since all 
Monocompian firms advertise, an increase in 
outlay by any one of them may right-shift 
that firm's AR curve only temporarily; the 
other firms will soon "retaliate," with the 
result that the curve then shifts back leftward. 
(Thus, much advertising is done merely to hold 
existing customers.) Moreover, an increase in 
outlay by one firm may benefit the other firms 
making the same kind of product, insofar as 
customers arc attracted from entirely different 
"industries." For example, if in a given 
"industry" (say soft drinks) the advertising 
of firm A seduces households from buying as 
much milk as before, firms D, C, D, etc. in the 
soft-drink "industry" may benefit almost as 
much as firm A. These facts arc among those 
which make it very hard for any firm to know 
its various possible demand curves. Even if we 
assume that only one firm increases its selling 
outlay, the effects are difficult to estimate. 

Under our assumptions, however, one fact 
comes to the aid of any individual Mono¬ 
compian firm faced with these problems. So 
many firms make the product that their reac¬ 
tions to one firm's sales efforts (and its reactions 
to theirs) may be safely disregarded. In other 
words, the decisions of any one firm affect 
such a large group of firms in the "industry" 
that, for any one firm, the effects may be con¬ 
sidered negligible. 

GO The effects of free entry and exit on the 
firm s long-run equilibrium. An additional com¬ 
plication in estimating precise demand or 


revenue curves and cost curves is that, under 
our assumptions, firms now making this kind 
of product may leave the "industry" if profits 
seem less than normal over a period of time, 
and new firms may enter the "industry" if 
profits appear persistently abnormal. In other 
words, entry and exit arc unimpeded. (As a 
matter of fact, by the very nature of product 
differentiation it is not improbable that a few 
new firms might enter or leave the "industry" 
even if profits were normal: Firms might leave 
because they believed the production of a new 
product in another "industry" would give 
them abnormal profits; new firms might enter 
because they believed they could make ab¬ 
normal profits with their particular brands of 
the kind of product being made.) The exic of 
firms tends to have the same effects as in 
Atomisia: a decrease in the prices of factor 
services and an increase in product prices for 
the remaining firms. And, as in Atomisa, the 
entrance of new firms tends to lower product 
prices and raise factor-service prices for all 
firms. 

Under these circumstances there is a tendency 
for a given firm to reach a long-run equilibrium 
in which its product is produced and sold with 
only normal profits. This is illustrated in Chart 
85, where the firm's marginal revenue and 




Possible Equilibrium oj Firm 
under Optimum (Long-Run) 
Scale oj Operations 
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marginal cost arc equaled at a point (JO. 
which makes average revenue and average 
local cost just equal. Point K is precisely 
below the identical points A and B. At these 
identical points the AR curve is just tangent to 
the ATC curve, showing only normal profits 
(no losses and no abnormal profits). In short, 
the profit-maximizing salcs-quantity ON comes 
where price and average total cost are just 
equal; OP ™ OC. 

Note carefully again that this long-run 
equilibrium is not a dead certainty, as it was 
in stationary Atomisia. There is only a tend¬ 
ency toward it, because, as just noted, the very 
fact of product differentiation makes it pos¬ 
sible for firms to leave or enter the ’ industry” 
even though profits are only normal. 

C. Equilibrium Quantities of Factor Services, with 
MonopsoniStic Competition in Buying Services 
and Pure Competition in Selling Products 
Let us now focus on the other ’half of 
the firm's integrated economizing and begin 
to discover the principles governing the de¬ 
termination of the equilibrium inputs of the 
factor services under Monocompian condi¬ 
tions. In order to isolate the effects of monop- 


sonistic (as compared with monopolistic) 
competition, we temporarily assume that the 
firm sells its product in a purely competitive 
market. Once again it will be helpful to dis¬ 
tinguish short and long periods. 

(1) The Supply Curve of a Factor Service to the 
Firm. To a particular firm the supply (/TO) 
curve of a variable factor service like labor is 
"tipped'' upward from left to right, in both 
short and long periods. That is, the firm can 
obtain additional units only by paying suc¬ 
cessively higher prices (see Chart 86). In the 
long period, as in Atomisia, the curve is more 
elastic than in the short. But it is less than 
infinitely elastic in either period because of the 
differentiation of firms in household's minds, 
which in turn results from partial ignorance 
and the desire for security among households 
and from “job differentiation” by firms, since 
households distinguish firms as buyers of 
services. As with the group-household demand 
curve for the firm’s product, the group-house¬ 
hold supply curve of labor or savings to the 
firm is the same as an industry curve in 
Atomisia; the firm is a tiny industry, strictly 
speaking. Since there are a great many firms, 
both short-run and long-run curves arc elastic. 

As we know, the price of or average outlay 
(/TO) on the factor service times the quantity 
bought gives the total outlay on the service. 
The increments in successive total outlay 
figures give, as always, marginal figures. The 
marginal outlay (MO) is, as always, the in¬ 
crement in total outlay as input is increased 
successively by one unit. Under monopsonistic 
competition the MO curve lies above the AO 
curve for exactly the same sort of reasons given 
earlier in the chapter when wc explained why 
the MR curve lies below the AR curve. 

The main determinants of the AO curve to a 
particular firm are the households’ preferences 
between leisure and income and their distinc¬ 
tions among all available employers. A change 
in these preferences and distinctions shifts the 
supply (/TO) curve to the left or right. In Mo- 
nocompia, however, the inter-firm distinctions 
are actively fostered and in part created by firms 
themselves through the same two kinds of de¬ 
vices used to differentiate the product: (^varia¬ 
tion of employment opportunity and (2) ad¬ 
vertising and -selling." Firms vary the nature 
of their employment opportunities by adding 



THE ECONOMIC PROCESS IN MONOCOMP1A 


533 


something extra to the nominal wage rate, such 
as rest rooms, special working conditions, va¬ 
cations with pay, recreation facilities, pension 
plans, group insurance, sick-benefit plans, and 
so on. Firms may also spend something on 
advertising their vacancies and in general 
trying to create good will. 

What kind of factor-service supply curve 
docs a Monocompian firm want? It would, like 
any firm in any economy, prefer to obtain its 
labor as cheaply as possible. That is, the firm 
desires a supply curve as far to the right as pos¬ 
sible, since the farther to the right the curve is, 
the more units it can buy at a given price. It 
would also like a curve that is elastic for prices 
above the one now being paid and inelastic for 
those below. For an elastic curve above the 
present price brings relatively large offerings 
from the households for a small increase in 
price, while an inelastic curve below the present 
price means that a reduction in the price paid 
will result in a relatively small decline in 
household offerings. 

To avoid complications in the analysis, we 
shall consider that the price of the factor 
service (e.g., the wage rate per labor-hour) 
includes any outlay made by the firm on dif¬ 
ferentiating its jobs to households. That is, 
we conceive the AO-MO curves as given to the 
firm, after it has made a decision on optimum 
combinations of direct wage and job-dif¬ 
ferentiation outlays. 

(2) Conditions of Demand. As in Atomisia, a 
firm’s willingness to purchase a factor service 
depends on the worth of the service to the firm 
in producing and selling the product. As in 
Atomisia, the worth of a given input of a 
factor service can be measured by the increment 
to total revenue occasioned by the marginal 
unit of the input. This increment is known as 
the marginal revenue product (MRP). The 
firm’s desire to purchase input also depends in 
part, as in Atomisia, on the gross and net value 
of the average output which the input pro¬ 
duces; the gross ARP equals total revenue di¬ 
vided by the appropriate input of the variable 
factor service. The net ARP equals this figure 
minus the outlay on the fixed factor-service per 
unit of the appropriate variable input. In the 
short period the net ARP is not a significant 
figure for any input of the variable service. It is 
the gross ARP to which the firm pays attention. 


and the firm will not knowingly or willingly 
pav a wage rate higher than the relevant gross 
ARP. In the long run it will not pay more than 
the relevant net ARP . 

It should be carefully noted that the MRP 
curve for a variable factor service, at and below 
the highest point of the gross ARP curve, is 
not, as it was in Atomisia, the Monocompian 
firm's short-run demand curve for the service. 
The reason, which will become clear later, is 
the same in nature as the reason why. the 
Monocompian firm’s marginal cost (MC) curve 
is not the firm's product-supply curve. 

As in Atomisia, the determinants of the 
short-run MRP curve and of the short-run 
gross and net ARP curves arc the technology 
of production and the elasticity of the demand 
curve for the firm’s product. We are now assum¬ 
ing technology to be given; the curves repre¬ 
senting the marginal and average physical 
productivity (AIP/* and APP') of different 
inputs of labor are given. We are also for the 
moment assuming infinite elasticity of the 
demand curve for the firm's product. As stated 
in Chapter 17, this kind of demand curve makes 
the MRP and ARP curves more elastic than any 
other kind of product-demand curve. 

In the long period, when all factor-service 
inputs are variable, the determinants affecting 
the firm's willingness to hire the services arc 
the same—technology and product-demand 
elasticity. These determinants arc perhaps best 
represented by an indifference map. As in 
Atomisia, technology has three effects, two of 
which arc represented two-dimcnsionally and 
one threc-dimcnsionally. The slopes of any 
given indifference curve, which represent 
changing ratios of the two services' MPP s, 
arc determined by technology. The positions 
of successive curves also depend on technology. 
And the third dimensions (total revenues) of 
successive indifference curves are in part de¬ 
termined by technology. The elasticity of 
product-demand is represented only in the thit'd 
dimensions of the successive curves; the higher 
the elasticity, the higher the third dimensions, 
given the total physical outputs represented- 
third-diraensionally on the curves. Under our 
temporary assumption of infinite product- 
demand elasticity, the successive indifference 
curves third dimensions increase by maximum 
amounts. 
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(3) Equilibrium Input of the factor Services. 
(a) The Short Period. How is the equilibrium 
input of a variable factor service like labor 
determined for a Monocompian firm in the 
short period? Under the supply and demand 
conditions just described, the firm chooses an 
equilibrium input as shown in Chart 87. 

As in Atomisia, the firm will buy that input 
of the variable factor service, in the short 
period, at which the marginal revenue product 
just equals the marginal outlay on the service 
(unless the wage rate exceeds the relevant gross 
ARP, in which case no labor will be hired). 
This input provides maximum profits in the 
hiring of the service. From the intersection of 
the MRP and AIO curves in Chart 87 at point 
K we drop a perpendicular to the X axis; 
we get 0A1 as a representation of the equi¬ 
librium input. If the lirm were to hire a smaller 
input, the marginal revenue product would be 
larger than the marginal outlay; the firm would 
be foolish not to hire more units so long as 
each additional unit provided an MRP larger 
than the increment in outlay (AIO). On the 
other hand, if the firm were to hire more units 
than the quantity OAI, the MRP would be¬ 
come less than the AIO, and the firm would 
be losing money on each additional unit hired. 


Clearly the firm’s optimum input is to be 
found where the gain from hiring an additional 
unit just equals the cost of hiring this unit. 
Here the MRP precisely equals the MO, as at 
point K. 

W ith input OAI determined, we find by our 
usual method of drawing perpendiculars to 
the V axis that the average outlay or wage 
rate is represented by OF = MB, the net 
average revenue product by OG = M A; and 
the gross average revenue product by OH. 
From these data we conclude not only that the 
firm will operate (because the wage rate is 
lower than the gross ARP ) but also that it 
will make abnormal profits FGAB (because the 
wage rate is lower than the net ARP'). 

Note that the optimum input is much less 
than the one which would obtain if the firm 
equated average outlay with net average 
revenue product (point R). Here the AIO is 
very much higher than the MRP. Here the 
firm would not be losing money, but it would 
be foregoing the abnormal profits available 
with input OAI. 

Note carefully also that the price MB of the 
factor service is lower than us marginal reve¬ 
nue product AIK. Yet the firm s abnormal 
profits do not come from this lack in equality; 
they come from the inequality between the 
service’s price and the service's net ARP. In 
Atomisia, because the AO and AIO curves were 
identical and horizontal, the price of the 
service always equaled the A1RP in the short 
period, whether or not abnormal profits were 
being made. 

If point B on the AO curve were above point 
A on the net ARP curve, the firm would be 
losing money in hiring the variable factor 
service. However, as already suggested, in the 
short period the firm would not shut down 
unless the AO were higher than the relevant 
gross ARP. 

Finally, we must conclude that the AIRi 
curve at and below the highest point of the 
gross ARP curve docs not, as it did in Atomisia, 
represent the Monocompian firm's short-run 
demand curve for labor. The reasons are en¬ 
tirely symmetrical with those set forth above 
to explain why the Monocompian firm’s short- 
run A 1C curve does not represent a short-run 
product-supply curve. A demand curve for a 
variable factor service is a price -quantity curve. 
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But the MRP curve is used in Monocompia to 
equate marginal revenue product not with 
factor-service price or average outlay but with 
marginal outlay. The price of the service is 
connected with the MRP curve only indirectly. 

(b) The Long Period. In the long run, as we 
know, the scale of operations is variable, and 
firms may leave or enter the "industry.'’ Our 
discussion of long-run equilibrium input for 
the Monocompian firm will make use of two 
analytical techniques: (1) the net -NRP-ARP 
method; and (2) the indifference-outlay-curve 
method. 

(i) The MRP-ARP method. Assume that we 
have long-run curves of marginal and net 
average revenue productivity for, say, Ijbor 
used by the firm. Then, as with the firm's 
long-run equilibrium output of product, any 
abnormal profits tend to disappear in the buying 
of the factor service. In other words, the AO 
curve tends to become tangent to the net ARP 
curve, as in Chart 88. The very large number 
of firms and the free entry of firms into the 
factor-service markets produce this tendency. 
If abnormal profits prevailed in the short 
period, then the entry of new firms would, as 
in Atomisia, tend to lower the product price 
for each firm and raise the factor-service price 
(by shifting the supply curve leftward for each 
firm), until tangency (the purely normal-profit 
position) was reached. But, as with the 
differentiated product, tangency is not certain, 
because some firm might believe that its own 
special labor policy would provide abnormal 
profits, even though, at the time of such a 
firm’s entrance, there were only normal profits 
among the existing firms. 

(ii) The indifjerence-oullay-curve method. We 
found in Chapter 18 (pages 319-330) that by 
either of two methods we could determine for 
the Atomisian firm not only the equilibrium 
input of one factor service but also that of the 
other service and the minimum outlay neces¬ 
sary to produce the optimum output and 
revenue. In other words, we could find the 
optimum proportions or combination of in¬ 
puts for the production of an optimum output 
and revenue. 

Can we still do this, when the Monocompian 
firm buys its factor services under raonopsonis- 
tlc competition? Can the outlay curves be 
made to express these factor-service market 
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Equilibrium Input of Firm 
under Optimum ( Long-Run ) 
Conditions 



conditions? They can. We know that the AO 
curves of each factor service arc tipped upward 
in Monocompia and that the A10 curves arc 
tipped upward above the respective AO curves 
and so affect the slopes (marginal rates of 
outlay substitution) of the outlay curves. In 
Atomisia the slope of any outlay curve was a 
constant one; the curve was a srraight line. 
For the marginal outlay on each factor service 
was constant, being identical with average 
outlay or price of the service. That is, as more 
of one service was hired, its AfO did not change; 
and as less of the other service was used, its 
A i0 also remained constant. Therefore the ratio 
of the two AiO's was a constant one, and, since 
the slope of the outlay curve expressed this 
constant ratio, the line was straight. 

Ordinarily in Monocompia the typical AO 
curve for a factor service lies below the typical 
Atomisian AO curve for small inputs of the 
service and above it for larger inputs. The 
typical Monocompian A10 curve also begins 
lower than the typical Atomisian MO curve 
for small inputs and rises above the Atomisian 
A10 curve for large ones. The MO curve does 
this to an even greater extent than the Mono¬ 
compian AO curve does, because the MO curve 
lies above the AO curve in Monocompia and in 
Atomisia the two are identical. 



536 


THREE LARGE PRIVATE—ENTERPRISE ECONOMIES WITH SOME MONOPOLY 


CHART 

89 


Long-Run Least-Cost Equilib¬ 
rium Inputs oj Two Factor 
Services for Monocompiatt Firm 



In Monocompia the MO of one service rises 
as more of it is used, while that of the other 
service falls as less of it is used. And vice versa. 
The situation is very much like that of the 
frontier household, where the larger the input 
of a factor service, the lower the marginal 
physical return (i.e., the higher the marginal 
cost or outlay) became. We found that be¬ 
cause of these increasing marginal costs the 
total-outlay curves for two factor services were 
bowed or concave to 0, the point of origin. 
For the Monocorapian firm, the total-outlay 
curves for the two services (labor and savings) 
are concave for the same reasons. 

Now the conditions just described for Mono- 
compian AO and MO curves mean that a given 
total outlay purchases smaller quantities of 
inputs in Monocompia than in Atomisia under 
partial equilibrium conditions. Or, to state 
the same thing differently, under partial- 
equilibrium analysis a given combination of 
labor-hours and saved dollars can be bought 
only for a higher total outlay. This means that 
for successive given combinations of inputs on 
a scale line the third dimensions of successive 
outlay curves are higher than in Atomisia. It 
also means that the long-run AI C curve, which 
we use to find the maximum-profit total out¬ 
put and revenue of the firm, ordinarily lies to 


the left of and higher than a typical Atomisian 
LAIC curve. 

The maximum-profit total output and rev¬ 
enue for the Monocompian firm is found by 
methods discussed on pages 319-330. Given 
this total revenue, the least-cost or optimum 
combination of inputs for the two factor- 
services are to be found at the point where an 
outlay curve is tangent to the indifference curve 
representing the maximum-profit revenue. Here, 
as Chart 89 shows, OS savings and 0L labor are 
employed. This is the only point where the 
slope of the convex (optimum) indifference 
curve is the same as the slope of the concave 
(optimum)outlay curve; here the marginal rate 
of "psychological'' substitution is equal to 
the marginal rate of outlay substitution. 

MS,. Now AlTp represents the ratio of the 
services' marginal revenue products at the 

equilibrium point: AfT p " ' • And MS, 

AIRr | 

represents the ratio of the marginal outlays on 
savings and on labor at the equilibrium point: 

AfC M °' Tk ( r M0 ‘ = MRP ‘ An,I 

A '*- - MO, ■ ThcrclorC MO, MRP,- And 
MO. MO , 

bycansposmon.— - — - Th e scequa- 

tions mean that, when the firm is employing 
the equilibrium inputs OS and OR, one addi¬ 
tional dollar of outlay "buys" or obtains the 
same marginal revenue product from each 
factor service. 

Note carefully here that it is the marginal 
and not the average outlays that are equal as 
well as proportionate to the respective mar¬ 
ginal revenue products. In other words, the 
prices of the factor services arc not equal to the 
AIR P's; they arc merely proportionate to them. 
In Atomisia, because prices and marginal out¬ 
lays were identical, the prices of the services 
were both equal and proportionate to the 
AIRP's. 

Note carefully also that (</) the Monocom¬ 
pian LAIC curve, which we use in conjunction 
with the AR-MR curve to find the maximum- 
profit revenue, is ordinarily to the left of the 
Atomisian one; and (*) therefore the optimum 
input* of labor and savings tend, under our 
present partial-equilibrium approach, to be 
lower than in Atomisia. 

The determinants of the above equilibrium 
are (1) the "wants and preferences" of the 
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firm, expressed in the indifference curves and 
reflecting the techniques of production and the 
elasticity of the demand for the product; (2) 
the elasticity of the supply curve of savings to 
the firm, as expressed in slopes of the AO curves 
of savings; and (3) the elasticity of the supply 
curve of labor-hours to the firm, as expressed 
in the slopes of the AO curve of labor. A differ¬ 
ence in any one of these determinants would 
mean a different equilibriunr.point. 

For reasons similar to those already given 
with respect to the short period, it is impos¬ 
sible to use the above technique to derive a 
long-run demand curve for labor or for savings 
by varying the price of either (one at a time). 
The slopes of the outlay curve reflect a ratio 
of MO’s on the two services rather than a ratio 
of AO' s or factor-service prices. 

d. Equilibrium Quantities of Products and Factor 

Services—Monopolistic and Monopsomstic Com¬ 
petition 

Having inquired separately into the effects 
of product differentiation and monopolistic 
competition on the equilibrium output and 
sales of the Monocompian firm and into the 
effects of job differentiation and monopsonistic 
competition on the firm's equilibrium short- 
run and long-run inputs of factor services, let 
us now turn to the firm's actual situation in 
Monocompia—monopolistic competition in 
selling its product and monopsonistic compe¬ 
tition in buying the factor services. In other 
words, we must now recognize that the Mono¬ 
compian firm differentiates not only its product 
but also its employment conditions. 

Recognition of this fact means that (a) with 
respect to equilibrium output and sales, the 
firm’s cost curves are different from those as¬ 
sumed in our previous analysis; and ( [b ) with 
respect to equilibrium inputs, the firm's rev¬ 
enue product curves for the factor services are 
different from those assumed in the discussion 
just concluded. Let us examine these matters. 

(1) The ATC and MC Curves with Respect to 
Short-Run and Long-Run Equilibrium Output and 
Sales. As we know, the determinants of the 
cost curves are (a) technology and ( b ) the elas¬ 
ticity of supply of the variable factor services 
in the short period and of all factor services 
in the long period. Technology is assumed 
to be the same as in our original discussion. 


It is the elasticity of factor-service supply 
that is different; the AO curves are now up- 
ward-sloping rather than infinitely elastic. 

This means, ordinarily; that in Monocompia 
the leftward part of a tipped AO curve is lower 
than the leftward portion of a horizontal AO 
curve as found in Atomisia, and the rightward 
part is higher than the rightward part of a 
horizontal curve. This means that the Mono¬ 
compian ATC curve is ordinarily lower than 
the Atomisian ATC curve at the left (for 
smaller outputs) and higher and steeper at the 
right (for higher outputs). It also means that 
the Monocompian MC curve is leftward of the 
Atomisian MC curve and also steeper or less 
elastic. 

It then follows that, with the AR-MR curves 
for a Monocompian firm's product, the AIR and 
MC curves tend to intersect further left than 
they would if factor services were bought un¬ 
der pure competition. For example, they would 
tend to intersect to the left of point K in Charts 
83-85, thus reducing the equilibrium amount 
sold. 

This is the effect that monopsonistic com¬ 
petition (differentiation of employment con¬ 
ditions) tends to have on the sales of a firm 
under partial equilibrium. We have already 
seen that monopolistic competition (differen¬ 
tiation of the product) tends, under partial- 
equilibrium analysis, to have a similar effect. 
But Monocompia is a world of monopolistic- 
monopsonistic competition, all firms "do it." 
Therefore, we must not jump now to the con¬ 
clusion that all firms, i.e., the whole economy, 
experience a diminution in output. We must 
wait for our general analysis. 

These corrections of our original discussion 
of equilibrium output and sales apply to both 
short and long periods. . • 

(2) The MRP-ARP Curves for the Short-Run 
Equilibrium Inpur of a Variable Factor Service. 
In the short run the Monocompian firm's will¬ 
ingness to hire labor depends, we saw, on (1) 
technology and ( 2 ) the elasticity of the de¬ 
mand for the product. Technology remaining 
the same, let us see what difference the down¬ 
ward-tipped Monocompian AR-MR curves 
make in our previous analysis of equilibrium 
labor-input, where we temporarily assumed 
pure competition in the sale of the product. 

Compared with the horizontal, infinitely 
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elastic Atomisian AR-MR curve, the Mono- 
compian AR curve ordinarily is higher in the 
leftward portion and lower at the right. The 
same is true in general of the Moriocompian 
AIR curve compared to the Atomisian MR 
curve, but the Monocompian MR curve is 
farther below the Atomisian one for a larger 
number of outputs than the Monocompian 
AR curve is in relation to the Atomisian AR 
curve. These facts tend to make the Mono¬ 
compian MRP-ARP curves higher at the left 
and lower and less elastic at the right (the 
relevant portions) than the curves we showed 
in Charts 87 and 88 where we made an initial 
assumption of pure competition in the selling 
of the product, as in Atomisia. 

Hence, given the AO-MO curve for labor, 
the MO and MRP curves intersect at a point 
to the left of the points shown in Chart 87. 
In other words, the short-run equilibrium in¬ 
put of labor tends, under />^r//^/-equilibrium 
analysis, to be smaller because of monopolistic 
competition in the product market (i.c., be¬ 
cause of product differentiation). We have seen 
in our previous (partial-equilibrium) analysis 
that monopsonistic competition (differentia¬ 
tion of employment conditions) tends to have 
a similar effect, but again we must avoid final 
conclusions for Monocompia as a whole until 
we have made an over-all analysis. 

(3) The Lon& Period Equilibrium Inputs. Now 
by our indifference-outlay-curvc apparatus for 
long-run studies, we find that monopolistic 
competition makes two significant differences 
in our previous results: First, the method of 
finding equilibrium becomes considerably more 
complicated because the firm can produce differ¬ 
ent variants of its product and can spend differ¬ 
ent amounts on sales. The long-run input 
equilibrium analyzed on pages 535-537 was 
based on a given product-variant and on no 
selling outlay. But under monopolistic compe¬ 
tition rhe selling expenditure in the long run 
must be brought into the total outlay or cost 
analysis and into the demand-for-thc-produa 
analysis: There will be a different set of out¬ 
lay and revenue third dimensions in the outlay 
and indifference maps for each salcs-outlay 
because, as we know, advertising and selling 
affccc both costs and demand. There will also 
be different AR and MR curves and a different 
LAIC curve for finding the maximum profit 


total revenue and total outlay. On the product- 
variant side, there will also be a different set 
of outlay and indifference curves for each 
variant. So the firm will have to try all possible 
combinations of product variants and sales- 
promotion outlays and will choose the com¬ 
bination that provides the highest maximum 
profits. If, as we assumed on pages 529-531, 
there are only two product-variants and two 
selling outlays, there will be four possible sets 
of outlay and indifference curves, one of which 
will be the optimum. 

The second effect of monopolistic competition 
arises from the downward slopes of the AR-MR 
curves, which tend to lessen the equilibrium 
long-run inputs of all factor services. For one 
thing, the total-revenue third dimensions of the 
indifference curves are changed. Assuming 
that, as before stated, the Monocompian AR 
curve is higher at the right and lower at the 
left than the Atomisian or purc-compctition 
one; and given the technology-determined 
total physical outputs represented by the re¬ 
spective indifference curves, we find that the 
Monocompian indifference curves closer to 0 
have higher third dimensions of total revenue 
than under pure competition and that the 
curves farther from 0 have lower ones. Hence 
the maximum difference between a total-out¬ 
lay third dimension and a total revenue third 
dimension—i.c., between the height of an out¬ 
lay curve and a companion indifference curve— 
will come closer to 0, thus making the op¬ 
timum inputs of labor and savings smaller. 
Or by the other method, the intersection of the 
long-run MC curve with the MR curve will 
tend to come at a point to the left of the one 
under pure competition, and when we come to 
transfer the equilibrium-output (thus found) 
to the indiffcrcnce-outlay-curve scale line, we 
find that this optimum point occurs nearer to 0. 

To repeat: The conclusion that the Mono¬ 
compian firm has smaller long-run factor- 
service inputs is valid only under partial- 
equilibrium analysis. We arc thus far in no 
position to conclude that employment is less 
in the economy as a whole under conditions 
of monopolistic-monopsonistic competition. 

e. Economic Rent 

Economic rent exists in Monocompia just 
as in Atomisia. Wherever under short-run or 
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long-run conditions the circumstances out¬ 
lined in Chapters 17 and 18 exist, there will 
be differential efficiencies and costs among 
firms; and the owners of the factor services 
responsible for these differences (under our 
assumptions the firms’ managers) will be able 
to appropriate the abnormal profits (resulting 
from the differential costs) as economic rents, 
thus raising the average total cost curves to 
the position where tangency with the average 
revenue curves is possible. 

f. Firms under Progressive and Dynamic Condmons 

When we abandon the assumptions of sta- 
tionariness for Monocompia, we find that the 
economic decisions of the firms are changed in 
about the same way as they were in Atoraisia. 
That is, a firm’s decisions on product price and 
variety, sales expenditure, and output, and 
its decisions on inputs of factor services must 
now consider fully the element of time. The 
firm must adopt a planning period—under pro¬ 
gressive assumptions, one of indefinite length, 
but under dynamic assumptions limited by the 
degree of uncertainty about future prices and 
other relevant economic data. In cither kind 
of economy the firm uses an appropriate rate 
of interest to discount all future prices to 
present values. Except for the important modi¬ 
fications in the curves because of monopolistic 
and monopsonistic competition, the firm tries 
to attain its equilibria in the manner described 
for the Atomisia firm in Chapters 23 and 25. 

3. Particular Industries in Monocompia 

To see how product prices were determined 
in Atomisia we had to consider group-house¬ 
hold demand for a product in relation to the 
group-firm supply of it; and to see how factor- 
service prices were determined we had to 
consider the group-household supply of a given 
service in relation to group-firm demand for 
it. For each household demanding a product 
or supplying a service was undifferentiated 
from all others and each firm was also un¬ 
differentiated. Neither a household nor a firm 
acting by itself could influence product or 
service price; only the sura of household de¬ 
cisions in relation to the sum of firms' de¬ 
cisions could do so. 

We called the group of undifferentiated firms 
making a homogeneous product in Atomisia 


an '’industry." It was the industry supply 
curve in relation to the group-household de¬ 
mand curve which determined the price of the 
product. We also called the group of undiffer¬ 
entiated firms buying a given homogeneous 
factor service in Atomisia an "industry"; this 
designation was for simplicity in discussion, 
for actually the industry making a given 
product would not be composed of exactly the 
same firms that were buying a given factor 
service unless the markets were isolated and 
local and unless there were only one industry 
in the market. In any case, the concept of an 
’’industry" was useful and necessary to our 
discussion of price determination in Atomisia. 

In Monocompia, on the other hand, the 
concept of an industry is much less useful and 
necessary for any discussion of price determina¬ 
tion, since (*i) there is no price-quantity 
(marginal cost) supply curve for a given firm's 
product because of product differentiation and 
(£) it would be impossible to add the indi¬ 
vidual-firm supply curves (if they existed) be¬ 
cause of product differentiation. It is thus im¬ 
possible to derive group-firm supply curves 
for a given type of product such as aspirin or 
cigars. By similar reasoning it is impossible 
to derive a group-firm demand curve for any 
factor service. In short, because of product 
differentiation and differentiation in employ¬ 
ment conditions, the determination of the 
price of a product produced by a given firm and 
the determination of the prices of the factor 
services used by it are in a very important 
sense, individual-firm matters. One cannot 
cross a supply or demand curve for an industry 
with one for a household to obtain prices for 
uniform, homogeneous products or factor serv¬ 
ices, simply because neither the products nor 
the employment conditions are homogeneous. 

Nevertheless, we must not be misled into 
believing that the industry concept is com¬ 
pletely meaningless and useless. It still desig¬ 
nates the large number of firms making a given 
kmd of product—e.g., we may talk of the 
’cigar industry,” even though we know full 
well that each firm makes its own particular 
differentiated brand, such as El Whammo , 
Pbooies, Les Miserables , It Burns!, and so on. The 
price of each brand is not an "industry” matter 
as it was in Atoraisia. But the price of Phooies is 
affected a great deal by what other firms in the 
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"industry''do. If this were not so, the tendency 
toward long-run normal-profit "tangency" 
could not exist. 

In the light of all the above, it appears that 
we have already discussed most of the con¬ 
ditions affecting the determination of product 
prices and factor-service prices in Mcnocompia. 
Of necessity—because of our assumptions— 
we discussed price determination when we dis¬ 
cussed the equilibria of individual firms. There 
is no group or industry equilibrium of product 
price and output in Monocompia in the sense 
there was in Atomisia. But it must not be for¬ 
gotten that ordinarily the other firms in the 
same large group exercise a great deal more in¬ 
fluence on the price-output decisions of a given 
firm than is exercised by the decisions of firms 
making entirely different products. And, in the 
long period there is a tendency toward a 
group, no-abnormal-profits equilibrium be¬ 
cause firms are free to enter or leave the large 
group of firms making the same sort of product. 

C. Tiie Economy as a Whole 


We turn now to our main interest—the 
economic process in the whole of Monocompia. 
We now abandon the "partial" approach and 
adopt the "general " one. All firms sell products 
and buy factor services under monopolistic and 
monopsonistic competition. All households 
buy products and sell factor services as pure 
competitors. As usual, we are chiefly con¬ 
cerned with the collective effects of the eco¬ 
nomic decisions of all households and all firms. 
We wish to know whether the economy's re¬ 
sources are allocated so as to maximize total 
want-satisfaction; whether the composition 
of the total income accords with households’ 
wishes; how the total income is distributed 
among households; and how fully the econ¬ 
omy's available resources arc utilized. As with 
Atomisia, we tackle these questions in three 
stages—under stationary, progressive, and 
dynamic assumptions. 


1. The Stationary Economy 
a. Coumt Equilibrium* 

What, then, of equilibrium in a stationary 
Monocompia? Here we assume no net over-all 
saving and dissaving, no net population 
changes (labor-supply changes), no changes 


in technology, and no over-all shifts in wants. 
We assume that the quantity of money and 
the rate of spending are constant, and we 
assume that expectations about future prices 
are certain and constant (i.e., are inelastic 
or unit-elastic). Our first step in answering 
the questions raised in the first paragraph 
above must be a consideration of general 
equilibrium. We recall that in stationary 
Atomisia The Hand (the purely and perfectly- 
competitive price system) performed flawlessly. 
As a result, marginal outlays on goods and 
marginal utilities from goods were made pro¬ 
portionate and equal within each household. 
(But marginal utilities were not equal from 
household to household because of inequalities 
in the distribution of income.) Furthermore, 
the marginal outlays on factor services and 
the marginal revenue products of factor serv¬ 
ices were proportionate and equal within each 
firm, and the marginal revenue products of a 
dollar spent on factor services were the same 
among all firms. Because the marginal outlay 
(AW) curve was identical with the average 
outlay (AO) curve, the price of each factor 
service was always equal to its marginal rev¬ 
enue product. No firm was making abnormal 
profits: Each factor-service AO curve was in 
long-run tangency with the top of its optimum 
net ARP curve, and each product AR curve was 
in long-run tangency with the lowest point of 
the optimum ATC curve. Then, with these con¬ 
ditions prevailing among all individual house¬ 
holds and all individual firms, we found that 
the total costs of all firms equaled the total 
incomes of all households, equaled the total 
outlays of all households, equaled the total 
incomes or revenues of all firms. And this flow 
of money from firms to households and back 
again continued without interruption, evenly 
and constantly, at the same time that a "real" 
flow of household factor services to firms and 
firms' products to households continued evenly 
and constantly in the reverse direction. 

(1) Marginal Equalities. Now the question 
is. Can the beautifully precise state of general 
balance and the even flow which we found in 
Atomisia exist also in Monocompia, where 
households think somewhat differently, where 
firms operate quite differently, and where 
therefore product-demand curves and factor- 
service supply curves are less than infinitely 
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clastic? The answer is that general equilibrium, 
as known in stationary Atomisia, is very im¬ 
probable in stationary Monocompia. Although 
the marginal revenue products of all factor 
services are respectively equal to the marginal 
outlays on them within each firm, the MRP 's 
are not equal to the prices of (the average out¬ 
lays on) the services; the MRP’s may be merely 
proportionate to the prices within each firm. 
Moreover, the MRP for any one factor service 
is not the same among all firms as it was in 
Atomisia—unless we make the highly un¬ 
realistic and untenable assumptions that all 
product-demand curves for all firms are of 
identical elasticities throughout and that all 
factor-service supply curves to all firms are of 
identical elasticities throughout. We can only 
say that within each firm the marginal out¬ 
lays are equal to and the factor-service prices 
are proportionate to the marginal revenue 
products. 

However, there is a certain similarity with 
Atomisia: Households and firms are free to 
enter or leave any market, though even this 
condition is somewhat different from the 
Atomisian one. There, where there were only 
homogeneous, undifferentiated products, there 
was no incentive for an additional firm to enter 
the industry once long-run equilibrium had 
been attained in the industry and the no-ab- 
normal-profits tangency condition had been 
attained by each existing firm. But in Mono¬ 
compia this no-abnormal-profits situation,even 
if it came into being, would not guarantee that 
no new firms would enter the "industry.” This 
is because products are differentiated. Some 
outsider might well believe that he could make 
abnormal profits by creating a new variation 
of the product. So he begins to manufacture 
and sell, and thereby disrupts equilibrium. 

We are forced to conclude, then, that general 
equilibrium of the stationary-Atomisian sort 
is impossible in stationary Monocompia. The 
most that can happen is a sort of struggling 
toward such a balance. Only stationary pure 
competition allows full general equilibrium. 
Monopolistic and monopsonistic competition 
retard its achievement by limiting the necessary 
adjustments. 

(2) The Total Flows. At any one time in 
stationary Monocompia firms’ total revenues, 
households’ total incomes, and households’ 


total expenditures will all be equal. This feature 
of Atomisia s general, stationary equilibrium 
holds also for Monocompia. But insofar as ab¬ 
normal profits persist, the fourth item —total 
costs—which in Atomisia was equal to the 
other three, is smaller in Monocompia: The 
total-cost item is smaller, by the amount of 
the abnormal profits, than household incomes 
and expenditures and firms' revenues. 

b. Allocation of Resources accordm g to Households' 

Expressed Wishes 

(1) The Composition of Total Income. In Atom¬ 
isia the consumer was sovereign. Households 
ruled the economic roost, and firms responded 
most sensitively to any changes in their wishes 
as expressed by dollar votes in product mar¬ 
kets. The households' factor services—the 
resources of the economy—were allocated 
through the sensitive price mechanism so that 
the goods-composition of the economy’s total 
income (and the composition of total want- 
satisfaction) was just what households said 
it should be. (The households' expressed wishes 
reflected the existing distribution of resource 
ownership and of total money income, an.l 
this distribution was in accord with the wishes 
of the households expressed through political 
votes in the polling places. That is, the house¬ 
holds voted in favor of private property and 
private inheritance of it, and thus, within that 
framework, voted in favor of the productivity 
principle of income distribution. As a result 
those households whose members worked the 
most, saved the most, and had the greatest 
skills and abilities owned the most and best 
factors of production, received the highest in¬ 
comes, and exercised the greatest influence on 
the allocation of resources.) 

The reasons for this consumer sovereignty 
in Atomisia lay in the nature of our assump¬ 
tions about the behavior of firms and house¬ 
holds in that economy. We assumed that Atom¬ 
isian households and firms bought and sold 
products and factor services under conditions 
of pure and reasonably perfect competition, 
lhat is, there was no significant ignorance in 
households minds about firms’ products and 
employment conditions and no disinclination 
for security reasons, to shift from one firm’s 
product or employ to another’s, especially 
since each industry's product and employment 
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conditions of a given sort were assumed ho¬ 
mogeneous. This homogeneity resulted from 
the fact that no firm, in the quest for higher 
profits and greater security of profits, tried 
to differentiate its product or employment 
conditions by any method. So the firms did the 
households’ bidding. They presented to the 
households, in the prices of their products, the 
true marginal costs of producing their outputs; 
the households thus could know the true 
alternative or opportunity costs of every 
product. The firms promptly reacted to any 
shifts in the product-demand curves or in 
the factor-service supply curves. Each product- 
demand curve of the households expressed the 
households' wishes by rellecting the relative 
marginal utility of each product to the house¬ 
holds. When the firms equated marginal 
revenue with marginal cost, they also equated 
product price with marginal cost, under our 
assumptions. Then given the desired distri¬ 
bution of income, the MU of (the marginal 
social satisfaction from) each product was, in 
effect, just equated with the MC (the marginal 
social cost) of producing each product. The 
ratios among the AfC's of producing the various 
products were also exactly equal to the ratios 
among the products’ prices and, therefore.cqual 
to the ratios among the MU 's obtained by the 
households from the products. Similarly, each 
Atomisian factor-service-supply curve of the 
households reflected the relative marginal cost 
to the households of providing the service. 
When the firms equated marginal outlay on 
the service with marginal revenue product, 
they also equated the service’s price with the 
marginal revenue product, the latter expressing 
the product price. Here too, then, marginal 
social cost was shown to be equal to marginal 
social utility. Therefore, under our Atomisian 
assumptions (including the political ones) the 
firms organized and allocated the households' 
resources just as the households wished them 
to. 

The optimum allocation of resources and 
composition of income in Atomisia becomes 
even clearer if we revert to our frontier-house¬ 
hold analysis. (The student should habit¬ 
uate himself to using the frontier-house¬ 
hold economy for purposes of comparison in 
dealing with economy-as-a-wholc problems 
such a' the one now being considered.) The 


isolated household achieved an optimum alloca¬ 
tion when the ratio of marginal outlays or 
costs as determined by technology was just 
equal to the ratio of marginal utilities for all 
goods considered and when at the same time 
the marginal cost for each good was equal to 
the marginal utility obtained from it. (Under 
stationary assumptions these goods would be 
all present-consumption goods and leisure.) 
For optimum allocation the same thing, from 
the purely economic standpoint, must be true 
of any economy as a whole, no matter how 
many economic units it contains. 

But how about Monocompia? Is there an 
optimum allocation of resources and composi¬ 
tion of total income here? It appears that this 
can happen only under highly unrealistic 
assumptions—that is, only if (1) the demand 
curves for all products arc of identical elas¬ 
ticity; and (2) the supply curves of all factor 
services arc of identical elasticity. The ratios 
of the marginal costs of producing all the 
products will be equal (as always) to the 
ratios of the firms' marginal revenues from 
the products. And since, because of the identi¬ 
cal elasticities of the relevant points on all 
the firms' AR curves, the product-price points 
on the respective AR curves are the same 
"distance” above the intersections of the 
respective AIR and MC curves, the product 
prices are all proportionate (though not equal) 
to the respective marginal costs. That is, the 
ratios among the product prices are equal to 
the MC ratios even though the respective prices 
are not equal but are merely proportionate to 
the respective AIC’s. Then the ratios of mar¬ 
ginal utilities to the households arc also equal 
to the AIC ratios, because the MU’s are ex¬ 
pressed on the price (/IR) curves. 

By similar reasoning we find that, if the 
factor-service-supply curves have identical elas¬ 
ticities at the relevant (equilibrium) points, 
the ratios of the factor-service prices arc pro¬ 
portionate to the services' AIRR’s. Here the 
marginal costs of supplying the factor services 
to the firms are proportionate to the marginal 
benefits derived from employment by the firms. 

The case may again be made clearer by refer¬ 
ring to the frontier household. So far as alloca¬ 
tion of resources and composition of satisfac¬ 
tion was concerned, we found that for any given 
total of resources (without regard to the 
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optimum amount of resources resulting from the 
leisure-income decision and the consumption- 
savings decision) there would be an optimum 
allocation of the given resources and an opti- 

, . . MO. 

mum composition of income when = 
even though the MO s did not equal 

MU, 

the MU's but were merely proportionate to 
them. 

But it is highly improbable that the relevant 
points on all product-demand curves should 
have identical elasticities and that the relevant 
points on al I factor-service-supply curves should 
have identical elasticities. Thus the products 
having the more elastic demand curves will be 
produced in larger quantities than under pure 
competition; and the products with the less 
clastic demand curves will be produced in 
smaller quantities. To demonstrate, let the 
student draw two diagrams, (a) in each of 
which the AR curve is in long-run tangcncy 
to the ATC curve; (b) in which the ATC and 
MC curves arc respectively identical; and (c) 
in which the one AR curve is clearly less clastic 
than the other. A study of the equilibrium 
outputs and prices will show that, as usual, 
the ratio between the two AfR's is equal to the 
ratio between the two AfC’s, and the MR's 
are respectively equal to the AfC’s. But the 
equilibrium prices on the AR curves are at dif¬ 
ferent heights above the AfR's. Therefore not 
only arc the product prices not equal to the re¬ 
spective AfC’s; the prices are also not pro¬ 
portionate to the AfC’s, and the price ratio is 
not equal to the AfC ratio. It follows that 
the ratio of marginal utilities to the house¬ 
holds, as expressed on the price (AR) curves, 
is not equal to the MC ratio, and that the Aft/'s 
are consequently not proportionate to the 
AfC’s. With respect to the frontier-household 
analysis on indifference and outlay curves, the 
relative prices charged by the firms to the 
households for the two products do not rep¬ 
resent the households' relative (subjective) 
evaluation of the two products in terms of the 
relative social (and technical) costs of produc¬ 
ing the products. 

The same thing can be shown with different 
elasticities of the relevant points on the factor- 
scrvice-supply curves. In comparison with what 
would obtain under pure competition, the 


services will be diverted to the firms to which 
their supply curves are more elastic and away 
from the ones to which the curves arc less 
elastic. And the prices of the services will not 
be proportionate to their MRP's. 

Thus we see that in Monocompia there is 
likely to be a misallocation of resources and a 
composition of total output and want-satis¬ 
faction not in accord with the households’ 
expressed wishes. But wait a moment. We 
have proved thus far that the allocation and 
composition are wrong as judged by the stand¬ 
ards of Atomis/a and of the frontier household. But 
is it not possible that these standards arc not 
universal and that the Monocompian alloca¬ 
tion and composition are all right by the 
standards of that country? May it not be true 
that the Monocompians believe the want- 
satisfaction lost through the misallocation of 
resources is at least matched by the utility 
gained from a system in which products and 
employment conditions are differentiated? Are 
there not certain utilities that we have over¬ 
looked, such as the utility of not bothering to 
learn more about the nature of firms’ products; 
the utility of reading and hearing advertise¬ 
ments; the utility that comes from identifying 
one's self with a firm through patronizing its 
product ("I smoke Melancholy Rabies; what’s 
your brand?"); and so on? 

These arc pertinent questions. And we may 
answer them as follows: If we could be sure that 
Monocompian households (a) knew the costs 
and utilities of studying and learning about 
firms' products and had then consciously de¬ 
cided not to bother with the onerous task; and 
(b) were aware of alternative ways of producing 
and selling products, i.e., were well informed 
about the costs and utilities of advertising and 
product differentiation in relation to the costs 
and utilities of having products made under At- 
omisian conditions, and had then deliberately 
chosen the kind of economy they have, then 
we should have to conclude that, in the broader 
sense a rational decision has been made, and 
the allocation of total resources and the com¬ 
position of total want-satisfaction are optimal. 
But we find (i.e., assume) that most Mono¬ 
compian households have not considered these 
matters and, like real-world households, are 
tar from being well-informed about products 
and employment opportunities. The firms 
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questing for profits, take the initiative in 
differentiating products and employment con¬ 
ditions. True, the households do make choices 
among the brands, and the firms are far from 
being oblivious to theirchoices. The households 
do enjoy being told about the products; they do 
like identifying themselves with firms' differ¬ 
entiated products; and we have assumed that 
Monocompian advertising is factual rather 
than blatantly propagandists. It would be a 
mistake to ignore these things. But the fact 
remains that households have never realized 
the implications of the ’system" under which 
they economize; they are not aware of nor have 
they consciously chosen an allocation of re¬ 
sources based on firms’ equating of marginal 
cost with marginal revenue rather than with 
price. So we must conclude that, although our 
previous judgment must be modified somewhat 
to allow for the real or fancied utilities of 
differentiation, there is still a fundamental 
misallocation of resources and a "wrong" 
composition of income. To conclude that 
partially ignorant people live in the best of 
all possible worlds because they appear on the 
whole to be satisfied with what exists, is to 
deny the possibility or desirability of human 
progress. 

It does not follow, of course, that some group 
of do-gooders or some less benevolent dictator 
ought necessarily to enter Monocompia and 
coerce or propagandize the households into 
taking “what’s good for them." It docs fol¬ 
low, however, that knowledge of and educa¬ 
tion toward the recognition of all the impor¬ 
tant alternatives is essential, so that truly 
rational and conscious choices may be made 
by an electorate economically and politically 
well informed. 

(2) The Size of Total Income from the Alloca¬ 
tion-of-Ike sources Standpoint. For other economics 
we found that, when the composition of total 
income was "right," the size of it was maxi¬ 
mized from the standpoint of resource alloca¬ 
tion. This is true also of Monocompia to the 
extent that, if the composition is "wrong" 
(as we saw it is), total income is not maxi¬ 
mized. But it appears that, under Monocom¬ 
pian conditions, the amount of total want- 
satisfaction or income is not maximized even 
if the composition does happen to be optimal. 

Let us assume at the outset that all firms in 


the stationary economy are selling and buying 
under conditions of pure competition. There 
is long-run general equilibrium. The composi¬ 
tion of total income is optimal because all 
product-demand curves to individual firms have 
identical elasticities (being horizontal or in¬ 
finitely elastic) and so have all factor-service- 
supply curves. Product prices are equal to 
marginal costs, and factor service prices are 
equal to marginal revenue products. Here total 
income or want-satisfaction is maximized be¬ 
cause, given the conditions of technology and 
given pure competition, each firm has chosen 
the optimum scale of plant, i.e., the optimum 
combination of all factor-service inputs; and 
there is full employment of all factor services 
or resources. 

Now suppose that product differentiation is 
simultaneously introduced by all firms and that 
therefore all the demand (/!R) curves become 
tipped. Suppose also that the elasticities of all 
these curves are identical and that they pass 
through the firms' ATC curves at the points 
where the formerly horizontal AR curves were 
tangent to the ATC curves. Under these con¬ 
ditions the firms will at first plan ro restrict 
output, since the AfR curves, being now below 
the AR curves, intersect the AIC curves to the 
left of the former intersection. With restriction 
of output comes unemployment of factor serv¬ 
ices. But households desire employment, and 
their competition in selling the services lowers 
the services' prices to firms, thus lowering the 
cost curves. With a stabilizing monetary cfTcct, 
the prices of the services fall relative to prod¬ 
uct prices, and it pays the firms to rehire the 
unemployed services. Full employment is re¬ 
established, but there are abnormal profits all 
round. Under the assumption of free entry we 
then find new firms formed by some of the 
household members who used to be workers or 
contract-lenders of savings. Thus the number 
of firm-owners rises as the number of workers 
and contract lenders declines by the same 
amount. As a result, a tangency, no-abnormal- 
profit equilibrium is approached or reached by 
all old and new firms; there is no longer an 
incentive for laborers or contract-lenders to 
become firm-owners. Then, with identical elas¬ 
ticities of demand, we have an optimum com¬ 
position of total income, as shown previously. 
But total income has been reduced below what 
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it used to be under pure competition because 
the plant scale of each firm is smaller than 
before. There is an uneconomical multiplica¬ 
tion of, for example, shoe-making-and-repair 
shops, beauty parlors, and candy-making 
plants. There is no longer an optimum com¬ 
bination of the factor services—managers, 
equity savings, laborers, and contract savings 
—under the given level of technology. There 
are too many firms and plant managers or firm 
owners, and not enough laborers. 

This reduction in total income as a result of 
less than optimum scale (less than optimum 
combination of the factor services) is a com¬ 
mon characteristic of monopolistic competi¬ 
tion. Note also that this conclusion was 
reached under unrealistic assumptions (of 
identical elasticities of product-demand curves 
and of factor-service supply curves) that were 
as favorable as possible to the Monocoinpians. 

Our conclusion that, as to allocation-of- 
rcsources, total income is not maximized in 
Monocompia as it is in Atomisia, holds even 
though it is perfectly true that the products 
and the employment conditions of Mono- 
compian firms are different from those of 
Atomisian firms. It holds even though we 
recognize that the Monocompian households 
may well experience utility from the conven¬ 
ient and distinctive way in which the products 
are packaged and labeled and from the advertis¬ 
ing of the products. The fact is that, whenever 
marginal revenue rather than average revenue 
or product price is equated to marginal cost, 
and whenever marginal outlay rather than 
average outlay or factor service price is equated 
to marginal revenue product, there is likely to 
be a misallocation of resources and there is 
certain to be a failure to maximize total want- 
satisfaction—unless the households know all 
these facts and still choose consciously to have 
such a system. 

C. The Extent of Utilisation of Resources ami the 

Size of Total Income 

In stationary Monocompia, where monetary 
conditions are stabilizing, resources are fully 
utilized. There is no diminution in total income 
because of unemployment among available re¬ 
sources. This conclusion is contrary to those 
reached by partial-equilibrium analysis, where 
we saw that for a particular firm both monop¬ 


olistic and monopsonistic competition caused 
in the long run a reduction of inputs. But un¬ 
der general, stationary analysis, where we 
consider all firms and households together, 
there can be no under-utilization of resources 
because, as we saw above, the competition 
among atomistic households for employment 
will always bring the marginal and average 
outlays on the factor services or resources low 
enough, in relation to marginal and average 
revenue products, to make it profitable for 
firms to hire all available resources. 

Although there is no reduction in total in¬ 
come from under-utilization of resources, 
there are, as already shown, some repercussions 
on total want-satisfaction through the alloca¬ 
tion of resources. That is to say, the process of 
attaining full utilization leads to some misal- 
locations of the households' resources. For one 
thing, as we have seen, those firms to which the 
households' product-demand curves and factor- 
service supply curves are the more elastic, will 
over-produce and other firms will under-pro¬ 
duce, compared to the out puts that would be pro¬ 
duced and sold under pure competition. There 
would thus be a misallocation of factor-service 
resources and a diminution in total want-satis¬ 
faction. For another thing, the households* 
resource of disposable hours would be mis- 
a I located between leisure and work. Consider 
the case given in the preceding section, where 
all firms changed from pure to monopolistic 
competition, causing temporary unemploy¬ 
ment. When, in order to get reemployed, 
the unemployed household members offer to 
take lower wage rates, they also offer more 
labor-hours (decide to give up leisure) in order 
to maintain their planes of living. This de¬ 
velopment also tends to diminish total want- 
satisfaction. Finally, insofar as abnormal 
Promts appear and then lead to smaller plants 
and wrong combination of resources between 
ownership and hired labor, there is a further 
lessening of total want-satisfaction, as already 
shown. 7 


d. The Distribution of Income 

(1) General Statement. In comparing the dis¬ 
tribution of total income or want-satisfaction 
m stationary Monocompia with that in sta¬ 
tionary Atomisia, we recall that the house¬ 
holds of both economies agree on the same 
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general principle of distribution—chat cdn- 
cained in the general goal of economizing: dis¬ 
tribution in accordance with market advantage 
based on the productivity of resources owned. 
We recall also that a given household's income 
is the product of its factor-service prices times 
the quantities thereof employed. 

In Atomisia the distribution of total income 
was somewhat unequal. The inequalities arose 
from the differences among households in the 
two elements of income just mentioned. First, 
households owning and selling the scarcer 
factor services obtained higher prices per unit 
because these services had higher MRP's, 
and the prices of services in Atomisia were 
equal to the MRP s. So other things equal, 
the households selling the scarcer services ob¬ 
tained the higher incomes. Second, households 
owning and selling the larger quantities of a 
given factor service received the higher in¬ 
comes. Ownership and inheritance of savings 
varied a good deal among households, thus 
making for unequal sharing of the national 
income. 

Now our question here is this: Is there any¬ 
thing in Monocompian conditions which in 
the long run makes the distribution of resource- 
ownership among households more or less un¬ 
equal than in Atomisia and which makes the 
unit prices received for factor services dif¬ 
ferent from those in Atomisia? With factor- 
service prices, two things seem to make for 
a more unequal distribution of income in 
Monocompia: First, households whose fac¬ 
tor services are employed by firms whose 
product-demand curves are relatively inelastic 
obtain higher prices for their services per unit 
than the households selling services to firms 
with relatively elastic product-demand curves. 
Second, households selling services in rela¬ 
tively inelastic supply receive higher prices 
than households selling services in relatively 
elastic supply. With the ownership of re¬ 
sources, the above conditions may lead to a 
more unequal distribution of ownership and 
therefore of income. But the main condition 
leading to a very unequal distribution of re¬ 
source-ownership and of income in an economy 
—the persistence of large monopoly profits—is 
not present under our assumption of free entry 
except to a minor extent. All in all, it seems 
that the distribution of income in Mono¬ 


compia is not much more unequal than it was 
in Atomisia. 

(2) Are Households "Exploited" in Mono¬ 
compia: We have seen that in stationary Mono¬ 
compia as a whole total want-satisfaction is 
lower than it might be, because the composi¬ 
tion of total income is not optimal and the 
scale of plants is too small under the existing 
technology. We have learned that these results 
exist because of the conditions that make for 
tipped product-demand and tipped factor- 
service-supply curves, and because therefore 
the profit-seeking firms equate AIR's rather 
than AR s with AlC's, and AlO's rather than 
AO's with AIRP's. Do these things mean that 
the households, in their ignorance, are being 
exploited as consumers and as sellers of factor 
services? 

Obviously we must define "exploitation" 
in order to answer this question. For the sake 
of argument let us say that the households as 
a whole are exploited if they receive less total 
want-satisfaction than they would if the firms 
equated product prices (AR' s) with AIC's and 
factor-service prices (AO's) with MRP's. We 
have seen that, under this definition, house¬ 
holds arc indeed exploited in Monocompia. 

But if households arc the exploitees, who 
are the exploiters? Is it the firms? It does not 
appear so. Under our assumption of free entry 
there is a strong tendency toward nothing but 
normal competitive profits. If the firms were 
to perform the "proper" equatings stated 
above, they would be losing money. They 
themselves would be "exploited.” 

It appears that under the above definition 
the only exploiter is the Monocompian "sys¬ 
tem" of production and selling. But a "system 
is a rather impersonal thing. Let us try to sec 
what lies behind the Monocompian way of 
doing things, i.e., behind the differentiation 
of products and employment conditions. Some 
of the conditions seem to be inherent in human 
nature and in the environment. The fact that 
firm-owners have different personalities is im¬ 
portant; some households prefer to deal with 
one man, some with another. The very loca¬ 
tion of firms' plants helps differentiate the 
firms in buyers' minds. It is, moreover, only 
natural that a firm-owner should wish to in¬ 
crease its profits by advertising and to maximize 
its profits by equating AIR's with AfC s and 
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MO 's with MRP's. As a matter of fact, the 
Monocompian system seems to be much more 
like a real-world one than the Atomisian 
system does. 

Nevertheless by Atomisian standards the 
Monocompian households are being "ex¬ 
ploited" by their system. We are forced to this 
belief by the fact that they are ignorant of 
alternative systems and have not made a con¬ 
scious choice in favor of their own. Perhaps, 
then, we ought to conclude that the house¬ 
holds are being "exploited" by their own 
ignorance. They should be informed that only 
under the conditions of stationary Acomisia 
does the self-interest (the profit-seeking ac¬ 
tivities) of firms work through the price- 
mechanism to achieve maximum social good. 
Some one ought also to tell the households 
that, as we shall learn in Chapter 29, it is pos¬ 
sible for the government to make firms do the 
proper welfare equatings. They ought also to 
know that there is considerable social cost 
involved in such government control. Then, 
fully aware of the various economic-political 
alternatives, the households could vote on the 
system they desire. And if the choice were in 
favor of what they now have, who could say 
that they were being exploited by anyone or 
anything? 

However, in this case the firms would still 
not be doing the "no-exploitation" Atomisian 
equatings. So our tentative definition of ex¬ 
ploitation does not turn out to have been very 
helpful. As a matter of fact we shall not use it 
again. We shall focus on total want-satisfaction 
and its composition and distribution without 
reference to "exploitation.” Our attention was 
devoted to it here because of the prominence 
given to the term by many writers on social- 
economic problems, from the time of Karl 
Marx, the socialist, onward. It appears impos¬ 
sible to define the term in any significant way. 

2. Progressive and Dynamic Monocompia 

This ends our discussion of the differences 
between stationary Monocompia and sta¬ 
tionary Atomisia. We have discovered that 
the Monocompian economy is somewhat worse 
off than the Atomisian economy in over-all 
allocation of resources, composition, size, and 
distribution of total income, and in total 
amount of want-satisfaction. 


If we now compare Monocompia with 
Atomisia under our progressive and dynamic 
assumptions, it appears that there are no sig¬ 
nificant differences to note. It does not seem 
that the rate of economic progress is neces¬ 
sarily faster or slower in cither country under 
a progressive system. In other words, the main 
outlines of our analysis for progressive Atom¬ 
isia hold also for progressive Monocompia. 
Similarly, under "dynamic" conditions, it 
docs not appear that the extent and duration 
of cyclical fluctuations are necessarily greater 
or less for Monocompia than for Atomisia. 
Thus the differences between the two econo¬ 
mies arc only those discovered in our "sta¬ 
tionary" discussion. 

3- Conclusions on Economic-Political Wel¬ 
fare 

Wc have seen that the Monocompians, with 
about the same number of households and 
about the same economic resources as the 
Atomisians, arc somewhat worse off eco¬ 
nomically during prosperity or depression, 
in spite of the fact that the Monocompians 
obtain utility from advertising and firm- 
differentiation. (In our comparison wc recog¬ 
nize fully that the products and employment 
conditions in Monocompia arc not—by the 
fact that some of the resources arc devoted to 
differentiation—the same as in Atomisia.) It 
remains for us to appraise Monocompia in 
terms of over-all economic-political want- 
satisfaction. 

The Monocompians have the same kind of 
government as the Atomisians—democratic 
and strictly laisse^-fjirt. If it should turn out 
that Monocompian households are fully aware 
of their alternatives as to government policy 
in relation to private economic decisions; are 
equally knowing about alternative ways of 
producing and selling products and of provid¬ 
ing employment conditions; and have con¬ 
sciously and deliberately selected their eco¬ 
nomic-political system as the best we should 
have to conclude that they had utilized their 
total social resources in such a way as to max¬ 
imize their economic-political welfare. 

So, as usual, we spend the last weeks during 
our stay in the country investigating these 
broader issues. As suggested earlier, we find that 
the partially ignorant Monocompian house- 
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holders have thought very little about these 
things. They have not even weighed the utility 
of obtaining the necessary knowledge against 
the cost or effort needed to obtain the knowl¬ 
edge. They have never voted either with dol¬ 
lars or with ballots for or against firm-<ii(Fer- 
entiation or for or against a completely 
laissr^-faire government, and they are only 
vaguely aware of the issues. Lacking any vote 
in favor of the economic-political system they 
have, we are unable to say that over-all 
want-satisfaction is being maximized in Mono- 
compia. Under our assumptions, we could draw 
such a conclusion for Atomisia, but not for 
Monocompia. (We have made the two societies 
different in this respect simply for purposes of 
illustration. We do not mean to suggest that 
there is any logical or necessary reason why 


Atomisians are more sophisticated than Mono- 
compians.) 

Our judgement then is that, in the economic- 
political sphere as well as in the purely eco¬ 
nomic, the Monocompians are worse off than 
their friends across the border. 

And this concludes our survey of the econ¬ 
omy where products are sold only under 
monopolistic competition and factor services 
are bought only under monopsonistic com¬ 
petition. Our bags are packed and our passports 
ready for the next country in our great eco¬ 
nomic travelogue—the country where products 
are sold under methods known as "oligo¬ 
polistic” and where the buying of factor 
services involves what is known as “oli¬ 
gopsony." We shall find here some significant 
approaches to the real world. 
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1. The wants of the households 

2. Resources and technology 
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a. The general methods of economizing 
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a. Product price and output determination for 
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(1) Homogeneous products 
(a) Under collusion 

i. Cartel price and out put-quotas 
ii. Price leadership 
(b) Under independent pricing 
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A. The Setting for Economizing 

Beyond the western boundaries of Mono- 
compia lies another hypothetical economy 
known as Olimpia. We give it this name because 
its firms (1) sell products under market con¬ 
ditions designated by the term “oligopoly” 
(which means "few sellers"); and (2) buy 
factor services from households under market 
conditions called "oligopsony" (which means 
"few buyers"). As always, our chief interest 
is in the allocation and extent of use of re¬ 
sources and in the size, composition, and dis¬ 
tribution of the national income. We wish to 
see how these things are affected by the mar¬ 
ket conditions just mentioned. 

It should be clearly understood that, as with 
Atomisia and Monocompia, we are studying 
Oligopia because it contains elements that will 
be helpful to us in understanding and appraising 
real-world economies. It should also be noted 
that, because oligopoly-oligopsony makes 
up only a portion of a real-world economy, 
our study of this country, which is assumed 
to be universally oligopolistic-oligopsonistic, 
will be conducted from the partial-equi¬ 
librium standpoint before we go on to the 
general analysis. We follow our customary 
general “itinerary” by looking first at the 
setting for economizing; second, at the econ¬ 
omizing of households and firms; and third, 


The Economy as a Whole 
1. The stationary economy 

a. General equilibrium 

b. Allocation of resources 

S The composition of total income 
The size of total income 

c. The extent of resource-utilization in relation 
to the size of income 

d. The distribution of income 
2. The progressive economy 
a. Capital formation 
b. Technological change 
3- The dynamic economy 

4. Welfare considerations 
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at the economic process in the society as a 
whole. 

1. The Wants of the Households 

Oligopia has about the same number of 
households as Monocompia and Atomisia. 
These households, like those of Monocompia, 
buy products and sell factor services under con¬ 
ditions of atomistic and pure competition on 
their sides of the market for these goods. (On 
the firms' sides of the markets oligopoly and 
oligopsony exist, as already stated.) The cate¬ 
gories of household wants (food, clothing, 
recreation, etc.) are about the same as in Atom¬ 
isia and Monocompia, but, as will become 
evident, the contents of the categories are 
somewhat different because of more and im¬ 
proved products. Oligopian households, like 
Monocompian ones, are partially ignorant of 
market conditions and possess a considerable 
desire for security, in comparison with Atom- 
isian households; and these facts are partly 
responsible for a considerable degree of product 
differentiation and buying immobility in 
Oligopia. 

2. Resources and Technology 

As we begin our survey, Oligopia is in a 
stationary state. The total labor resource is 
about the same as in stationary Atomisia and 
stationary Monocompia. The total number of 
accumulated dollars of savings is also about 
the same. As in Monocompia, these resources 
of the households are somewhat less mobile 
than in Atomisia because of the households’ 
greater desire for security and because of partial 
ignorance among household-sellers. 

From the standpoint of resources, it is in the 
embodiments of the saved dollars that Oligopia 
is to be distinguished from both Atomisia and 
Monocompia. The machines, buildings, and 
other durable capital goods of Oligopia are 
much bigger and more complicated, since 
technology is much further advanced. Capital 
goods exist in many big, 'indivisible” lumps. 
Large amounts of saved dollars have to be 
available to a given firm to enable it to buy 
(invest in) this equipment. 

This superiority in the techniques of produc¬ 
tion is one of the things that strikes us most 
forcibly as we travel through Oligopia. It is 
found not only in manufacturing; it exists also 


in the so-called genetic industries (agriculture, 
forestry, fishing); in the so-called extractive 
industries (coal and metal raining); and in 
transportation and communication. We shall 
note its chief effects in a moment. 

Moreover, the methods of advertising and 
selling, and of product variation, have been 
developed to the state of "fine art." Oligopian 
advertising, for example, is much more than 
the informational repetition of product names 
that it is in Monocompia. Each advertiser uses 
psychological principles to the fullest in order 
to persuade households that his product 
(which, as in Monocompia, is protected by 
patents and trade marks) is the best available. 
It is not that there is a great deal of deliberate 
misrepresentation. But instead of giving much 
information about the nature of the product, 
the advertising men try to associate the prod¬ 
uct in the households' minds with things 
generally loved, honored, and revered. For 
example, when we thumb through an Oligop¬ 
ian magazine, advertisements of Duck Soap, 
as well as of other brands, always seem to con¬ 
tain a picture of a pink and beautiful baby. 
Everybody loves babies; babies must have the 
best, mildest soap for their tender little skins; 
but your own skin is no hide; what is good for 
baby is good for you; the whole family should 
use Duck Soap. Similarly, cigarette and beer 
advertisements usually feature the pictures of 
luscious ladies; and many other products ob¬ 
tain, for a price, the sponsorship of admired or 
respected "personalities" in the worlds of 
sport, movies, theater, and "society.” As far 
as we can make out, most of the Oligopian 
households love it. 


3. The Organization for Making Economic 
Decisions 

a. The Gener.il Methods of Economising 

(1) Government, Technology , Profit-Seeking, Col¬ 
lusion, Coercion. Oligopia is a large, modern, 
money-using, exchange economy in which the 
role of government is about the same as the 
laissez-faire role played by government m 
Atomisia and Monocompia. The government 
does not interfere with free enterprise. Freedom 
of contract and private ownership of property 
are normal. Government again is the referee of 
the economic game and the protector from 
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"improper'' coercions; but it is not the regu¬ 
lator of economic decisions. 

The laissez-faire attitude of government, plus 
firms' desire to increase profits and make them 
more secure, plus the advanced technology, has 
produced some interesting results. Technology 
has made the travel of men and goods and 
words between distant points easier and faster. 
Market areas are much larger than in the other 
economies thus far studied. Communication 
between buyers as a group and sellers as a 
group is relatively easy. So is communication 
among buyers and among sellers of the same 
product or factor service. But upon investi¬ 
gation we find that communication is used 
mainly by firms, both as sellers of products and 
as buyers of factor services. It does not increase 
the mobility of the resources owned by the 
households. This is in part because, as in 
Monocompia, household members, as con¬ 
sumers and as producers, identify themselves 
mainly with the firms from which they buy 
products and to which they sell factor services. 
So they do not communicate much among 
themselves. But firms communicate a great 
deal with each other as sellers of products and 
as buyers of factor services. Thus we see that 
advanced techniques of communication can be 
used with two possible results: (1) They can 
make markets more perfect by spreading in¬ 
formation and dispelling ignorance. (2) They 
can be used to foster some sort of collusion 
among households or among firms. We find 
that the first and second of these results do not 
occur for households because the household 
members like to think mainly of their relation¬ 
ships with firms. But with firms the second 
rather than the first result occurs because of 
a second main effect of advanced technology: 
The firms arc all large, and only a few com¬ 
panies make a given sort of product, whether 
coal, soap, automobiles, banking service, or re¬ 
tail selling. There arc not many firms in a given 
’ industry" because each firm is large. Or if 
many firms do make the same or similar prod¬ 
ucts, a very few large firms exert leadership 
among the group. A relatively small number 
of firms can produce enough output of a given 
sort of product to provide the quantities of the 
product that households stand ready to buy at 
all possible prices. The firms in any industry 
are large because the huge capital goods de¬ 


veloped by past invention require big invest¬ 
ments of saved dollars under each single owner¬ 
ship. Every firm has millions of saved dollars 
invested in big machines and plants. Almost 
every firm has not one owner but more than one 
—sometimes hundreds, even thousands. For it 
is almost impossible for one person to have ac¬ 
cumulated enough savings to establish a firm 
and buy the necessary machines in any line of 
business. It is therefore usually necessary to 
combine the savings of two or more persons in 
order to set up an enterprise. Some enterprises 
having only a few owners are organized as 
partnerships. But most have a great many 
owners and are organized as corporations. The 
corporation owners invest their savings by 
buying the so-called stock of the firm or corpo¬ 
ration. A certificate of stock is the evidence of 
the existence and extent of ownership for any 
stockholder. Each stockholder shares the 
profits of the firm to the extent of his owner¬ 
ship. If the firm loses money and eventually 
goes bankrupt, the maximum amount of his 
loss is the total amount he has invested in the 
firm. He does not have to bear other stock¬ 
holders' losses. This system, involving what is 
known as "limited liability," is in distinction 
to the usual kind of partnership in which a 
given owner may under Oligopian law be liable 
for the obligations of the firm not only to the 
amount of his invested savings but also to the 
full amount of any other savings he may have. 

The management of an Oligopian firm or¬ 
ganized as a partnership is usually a cooper¬ 
ative matter among the owners, each sharing 
in the general, ma jor decisions and each special¬ 
izing in a particular field of management. 
Sometimes, however, the partners hire an 
"outsider" as manager. In the Oligopian cor¬ 
poration the stockholders elect a committee 
or board of directors to manage the firm. This 
board makes the general "policy” decisions 
and delegates management decisions to a group 
of hired hands known usually as president and 
vice-presidents. 

We have said that there are relatively few 
firms in each Oligopian industry and that there 
is often some sort of collusion among them. The 
term "collusion" means some kind of group 
action for buying factor services and selling 
products in the respective markets. This col¬ 
lusion may be specific, overt, and conscious. 
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The firm managers, presidents, or board of 
directors may "get together'' to set prices and 
sales quotas. Often, however, the collusion is 
not of this sort; there is only a tacit, indefinite, 
informal sort of arrangement to act in unison. 
In one industry a certain firm, commonly the 
largest, will make its own decisions for out¬ 
put and price, and the other firms, learning of 
the decision through "ordinary" channels, 
will follow the leader on price, adjusting their 
own outputs to this price, without any hint 
of active collusion. In another industry there 
will not even be this price leadership, but 
merely a tendency to stand pat on present 
prices, each firm fearful of starting a "price 
war" by changing its own price. In short, we 
find that, when there are only a few firms in an 
"industry," each firm, in making its own 
price-output decisions, is extremely sensitive 
to the possible effects of these decisions on 
the price-output decisions of its rivals. 

One matter about the oligopoly and oligop¬ 
sony found in this economy must be made en¬ 
tirely clear: Advanced technology plays a dual 
role. On the one hand, it is an important cause 
of bigness among individual firms and there¬ 
by a cause of the small number of firms in an 
"industry." Technology thus makes oligop- 
olistic-oligopsonistic collusion possible. So 
also docs the laissez-faire policy of government. 
Now, given the ability to "collude," the .It- 
inability of collusion comes from the firm- 
owners' wishes for higher and more certain 
profits and for the power that comes from 
the control of large quantities of resources. 
These desires for "more," for power, and for 
security, which every human being has in some- 
degree (as we saw in Chapter 2), are given a 
greatly superior channel of expression by the 
advanced technology of Oligopia. Make no 
mistake: Oligopoly-oligopsony could easily 
develop under the relatively simple technology 
of Atomisia or Monocompia, given a hisse^- 
faire government and the desire to secure profits 
and build up power. But advanced technology 
makes an Oligopia more likely. 

Under an advanced technology a large in¬ 
vestment involves the risk of greater con^en- 
ti.-red loss than a small one; the bigger the 
fir: . the harder it falls if it falls. As an 
economic entity, the big firm has more at stake 
than the small one. More owners risk more- 


savings; so greater care must be exercised by 
the decisions makers, if they have a sense of 
responsibility toward the other owners and 
if they consider that their personal reputations 
are tied up in the firm. In short, economic ad¬ 
venture is often thought riskier for large firms; 
there is often a greater desire for security among 
the decision-makers. Hence collusion of some 
sort, being possible, appears eminently de¬ 
sirable. 

As product-sellers and as factor-scrvicc- 
buyers, firms thus arc far from being atomistic 
in Oligopia. They are big, and so possess and 
exercise great economic power. But as factor- 
service-sellers and as product-buyers, the Oli- 
gopian households arc atomistic. Do we then 
discover that households feel themselves co¬ 
erced by firms in this economy? Why do house¬ 
holds not try to organize as consumers or as 
producers in order to try to match the economic 
power of firms? We find that household mem¬ 
bers, identifying themselves with the firms 
which employ them and from which they buy 
products, do not consider themselves coerced. 
There is consequently no effort by them to 
organize as product-buyers or as factor-scrvice- 
sellcrs and no pressure for the government to 
interfere in the relations between firms and 
households. We assume this because, at this 
stage of our study, we wish to focus on the 
effects of oligopoly-oligopsony among firms on 
total welfare. 

(2) Market Relations. We have said that in 
Oligopia the product markets are oligopolistic 
and the factor-service markets are oligopsonis- 
tic. Let us now inquire more fully into the 
conditions of these markets. 

(a) Oligopoly. The output of each firm in any 
"industry" is so large that each influences the 
price of the product by its own output decisions. 
In Monocompia, even though a great many 
firms made and sold a given kind of product, a 
firm influenced the price of its product because 
its product was differentiated and unique. But 
in Oligopia, a firm is so large that it would 
influence the price even if the products of 
similar firms were not differentiated. This is 
the first fact to remember about oligopoly. 

Second, under oligopoly a firm's product may 
or may not be differentiated. It makes no 
important difference to an understanding of the 
nature and effects of oligopoly if we consider 
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that the firms’ products are standardized and 
homogeneous (i.e., perfect substitutes for each 
other) or that the products arc differentiated 
to some extent, so that one firm’s product is 
not a complete substitute for another's. As 
in the real world, some products like steel 
sheets, cement, and industrial alcohol are 
homogeneous, i.e., not differentiated in the 
minds of buyers; and other products like cig¬ 
arettes, washing machines, and automobiles 
are differentiated. The consumption products 
—i.e., the products sold to the households— 
are mainly the ones that are differentiated. 
The products made by certain firms and used 
by other firms as productive factors are usually 
not significantly differentiated. 

Third, contrary to the conditions in Atomi- 
sia and Monocompia, entry into an “industry" 
or line of product-selling is not entirely free 
in Oligopia, although there are no barriers to 
exit. There are no "human" or "political" 
obstacles to entry, however, as there some¬ 
times are in the real world; no firm or group of 
firms already in a product market exercises 
any control over entry. There is no trade 
association with rules, dues, "initiation fees," 
or other paraphernalia of exclusion. There is 
no conscious, overt exclusive ownership or 
control over certain necessary productive 
services. The obstacle to free entry is assumed 
here to be purely an economic-technological 
one, the one discussed above: The techniques 
of production are so advanced that very large 
investments of savings under common, unified 
ownership arc needed to set up a firm. It is 
difficult to obtain the necessary capital. More¬ 
over, a few firms can produce all that will be 
bought at possible prices. Entry is thus dis¬ 
couraged. We make this assumption not only 
because it is very significant in real life but 
also because we wish to concentrate on the 
effects of this condition. 

(b) Oligopsony. The number of firms buying 
a given grade of factor services is also relatively 
small in any one Oligopian market. Whether 
or not a given firm is differentiated as a place 
of employment in households' minds—and it 
usually is—the firm is large enough to influ¬ 
ence the price of any service it uses. And 
for the reasons already given, eatry into 
the factor-service markets by other firms is 
restricted. 


b. The General Goals of Economixing 

The "official" goal of economic activity is 
to provide those households with the highest 
amounts of want-satisfaction which make the 
largest contribution to the production of the 
economy’s total income. Thus the official 
principle of income distribution is the same in 
Oligopia as in Atomisia and Monocompia— 
market advantage based on productivity. But 
under the political, economic, and techno¬ 
logical circumstances discussed above, the 
actual goal supported by custom and statute 
is an income distribution in accord with 
market advantage based on strategic position. 
So those households receive the most want- 
satisfaction which, as owners of firms, arc best 
placed in the product and factor-service markets 
in relation to the other households which do 
not participate in firm-ownership. 

B. Tiie Economizing or Individual 
Households and Firms 

1. Oligopian Households 

Being partially ignorant, security-loving 
atoms, the Oligopian households are very 
similar in their economic behavior to those in 
Monocompia, whether under stationary, pro¬ 
gressive, or dynamic circumstances. Their ig¬ 
norance makes them susceptible to advertising 
tactics and product variations. Faced with dif¬ 
ferentiated products and employment condi¬ 
tions, households distinguish the firms. Inertia 
and fear of experimentation (desire for security) 
often keep households attached to particular 
firms, even when pure price comparisons favor 
a change. But all these things can be pictured 
in the slopes and positions of the curves in 
the households’ indifference maps. Hence, we 
may say of these people, as of the Monocomp- 
ians, that the formal principles of economizing 
which we learned for the Atomisians still 
apply. 

2. Individual Firms in Oligopia 

It is in the economizing of firms that Oligopia 
shows a marked difference from our other 
economies. In Atomisia and Monocompia, 
under our assumptions of very large numbers 
of small firms and free entry, each firm making 
a given product or kind of product ignored 
the actions and reactions of its competitors. 
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Due in Oligopia the firms are so large that any 
one of them cannot afford to disregard the 
possible decisions of the others in the "in¬ 
dustry.” A new decision by one firm on product 
price and output or on factor-service prices 
and inputs will be felt and reacted to by its 
rivals. Each firm is faced with some uncertainty 
about the precise nature and extent of its 
rivals’ responses. But past experience—e.g., 
with price wars which brought product prices 
below average total costs and factor-service 
prices above net ARP' s—makes it certain that 
there will be some reactions and creates the fear 
that these will destroy profits. There is thus 
an incentive to stand pat on existing prices, 
etc., or to promote some kind of group action 
(collusion) for changes in prices and other 
decisions. 

As a result of these things we shall have to 
consider the group of firms or "industry" at 
many points in our discussion of the typical 
Oligopian firm. At any one time an Oligopian 
firm has a given product-price and output and 
given factor-service prices and inputs. But 
these things arc not given by the interplay of 
impersonal market forces as in Atomisia. They 
are given by "personalized” inter-firm deci¬ 
sions. So we must first deal with the determina¬ 
tion of prices, etc., before we can study a 
particular firm’s behavior in the light of these 
data. 

We shall first look at oligopoly in the 
absence of oligopsony; that is, we shall con¬ 
sider oligopolistic product-price and output, 
with the temporary assumption of pure com¬ 
petition in buying factor services. Then we 
shall reverse the procedure, dealing with the 
oligopsonistic purchase of factor services and 
assuming pure competition in the sale of prod¬ 
ucts. Finally we shall modify our conclusions 
(obtained from the above two analyses) by 
looking at oligopoly-oligopsony together. In 
all this we use the partial-equilibrium ap¬ 
proach. 

a. Product Price and Output Determination for the 
l inns in an Oligopolistic Industry 

In our analysis of this problem we shall con¬ 
sider first a small group of firms producing a 
homogeneous product—what is sometimes 
referred to as pure oligopoly. Under this head¬ 
ing we deal first with collusive determination 


of product price and outputs (market shares 
or quotas); and second with independent pric¬ 
ing and output-determination. Following these 
surveys we look at an oligopoly producing 
differentiated products. 

(1) Homogeneous Products, (a) Under Collusion. 
Two main kinds of collusion (as previously 
defined) are now to be considered; (/) the 
overt, conscious, deliberate setting of a product 
price and of output quotas among a small 
group of firms often called a cartel; and (it) 
the more or less tacit kind of collusion involved 
in what economists usually call price leadership 
by the dominant firm in an industry. For sim¬ 
plicity we shall assume only two firms in the 
industry; this is the case known as duopdy 
(two sellers). 

(i) Cartel price and output-quotas. In its 
"purest" and strictest form the determination 
of product price in a cartel is the same as the 
determination of simple-monopoly price (sec 
Chapter 28). Suppose, as in Chart 90, that two 
duopolists A and B have identical marginal 
cost curves AIC a t . The horizontal sum of the 
MC curves of the two perfect "colluders” 
gives us MC,. The curve D, represents the 
households’ demand curve for the undifferen¬ 
tiated output of both firms. The MR, curve is 
marginal to the D curve. Then the two firms, 
acting as one, decide to produce output ON, 
between them; this output is established by 
the intersection of the AIR, and AfC, curves at 
point K. The product price as shown on the 
demand curve is OP = NA. Then each firm, sell¬ 
ing at price OP, will produce an output 0N e y, 
this is established at the point B where the 
perpendicular from K to the Y axis cuts the 
identical AIC«> curves. 

Now this "ideal" solution to the problem 
is not likely to occur in practice, for several 
reasons: First , it would be remarkable if the 
firms’ marginal costs were identical. If the 
marginal costs differ, it is improbable that 
the market will be shared so evenly, because 
the optimum (profit-maximizing) price will 
differ for each firm. Then the situation will 
either break down into price leadership by 
the dominant (usually lowest cost) firm or, if 
the cartel is maintained, there will have to be 
bargaining or horse-trading about price and 
quotas. In the latter case the solution is not 
determinate; we can only say that the stronger. 
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more skillful bargainer will obtain a price 
more to his than to the other firm's liking. 
Second, there are almost always more than two 
firms. The more there are, the greater the dif¬ 
ferences in marginal costs and the harder it is 
to create and effectuate a price-quota agree¬ 
ment. Third , if the total-demand curve is 
relatively inelastic, the product price is likely 
to be so high above average total costs that 
high abnormal profits are obtained by each 
firm. Entry into the industry not being closed 
but merely restricted, the high "take" may 
in time attract new firms. This larger number of 
firms will tend to lower the product-price, raise 
the factor-service prices, and reduce profits. 
Fearing this result and fearing that a price- 
cutting struggle might ensue, with losses for 
all, the existing firms may well forsake im¬ 
mediate individual and group maximum profits 
in the interest of long-term stability and the 
security of modest amounts of abnormal 
profits; they agree to charge a price lower than 
the traffic can bear under present conditions. 
This again is a partly "political' decision. 

(ii) Price leadership. Continuing our simpli¬ 
fying assumption of only two firms, let us now 
turn to the determination of price and output 
in the situation where price leadership by one 
of the firms rather than cartelization is the 
favored method of collusion. As already sug¬ 
gested, this circumstance is likely where the 
average and marginal costs of one firm arc 
lower than those of the other. This is usually 
what makes the one firm "dominant." 

We may distinguish two sub-cases. 1 In the 
first the product price is set by the dominant 
firm and the market is shared equally between 
the firms. In the second the dominant firm not 
only sets product price but also takes the lion's 
share of output. In each case, since the product 
is homogeneous and households have no pref¬ 
erences between the firms, we assume initially 
that the demand curve for one firm's product 
is identical with that for the other's; each 
curve is one-half the total demand curve. 

Chart 91A illustrates the first case. Firm B's 
marginal cost curve cuts its MR curve at point 
K*; firm B wishes to charge price N£ = OP, 
which maximizes its profits, and wishes to 
produce output ON. Firm A by similar reason- 

1 Sec George J. Stiglcr, The Tlxory oj Price, the Macmillian 
Co., New York, 1946. pp. 270-1. 
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ing wishes to produce output OAf and sell it 
at price A1F. But because the product is not 
differentiated, there cannot be two-prices in 
the same market. So firm B "wins." Its lower 
price prevails; and firm A goes along, with its 
marginal cost NG lower than the price NE 
(but not nearly so much lower as is firm B's) 
and with an output the same as firm B's. 

Chart 91B illustrates the second case. Here 
firm B has a much lower AIC curve; its inter¬ 
section with the MR afc curve would lead to 
a price on the A R a . fc curve which is lower 
than firm A's marginal cost for the output. 
But firm A will not produce under such condi¬ 
tions; for it to produce at all, the product 
price must at least cover marginal cost. In 
other words, firm A's MC curve represents the 
minimum product-prices at which the outputs 
represented on the curve will be supplied. For 
any output to the right of point W, a price 
higher than that shown at point IV must be 
paid; and at prices lower than W, only outputs 
to the left of W will be produced. For example, 
at price OP firm A will supply only output PR. 
So the demand curve for firm B is not as origi¬ 
nally shown ( AR b ) for outputs to the right of 
point W. It becomes AR „, with a bend or kink 
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at point W. We derive the AR** curve as fol¬ 
lows: We know that the total demand curve is, 
as in Chart 91A also, twice the AR curve of 
each firm. But for any price below W, such as 
OP, the output of firm A is given by its AfC 
curve; in other words, firm A produces less 
than its half of the total quantity demanded for 
any price below II'. On the chart, at price OP, 
the ‘■deficiency" in firm A 's output is repre¬ 
sented by the distance RS. But the total 
quantity demanded at price OP is twice the 
distance PS. Then firm B can make up the 
deficit by producing an amount equal to PS 
plus RS or PS plus ST. Since ST equals RS, 
we have at T a point on firm B ‘s demand curve 
below II'; and by taking other possible prices 
we arrive at the whole curve ARt,«. The curve 
ARi,j has a marginal curve MRbt- Firm B ’s A1C 
curve cuts the AIR** curve at K, thereby estab¬ 
lishing for that firm a profit-maximizing out¬ 
put OiV», or PT, at price OP. Firm A supplies 
amount PR at this price, or about half of B’s 
production. 

Without seeing the ATC curves, we do not 
know from Charts 91A and B whether or not 
the price leader, firm B, is more profitable than 
the other firm. Firm A s average total cost for 
its most profitable output may be lower than 
firm B 's even though the latter’s marginal cost 
is lower. This may always have been true, or 
it may have developed some time after the 
beginning of the oligopolistic relationship. 
Under dynamic conditions the leader frequently 



rests on his oars, becoming lax about lowering 
his ATC curve by making innovations. Then 
the smaller oligopolists often catch or surpass 
him in average costs. But by force of habit 
and because the leadership of any firm estab¬ 
lishes the desired stability and security, a given 
group continues to follow the changes initiated 
by the original leader. 

(b) Under hide pendent Pricing. By "inde¬ 
pendent pricing" we mean here that (1) col¬ 
lusion is entirely absent among an industry’s 
firms; but (2) each firm nevertheless is keenly 
concerned with the actions of its rivals. The 
latter half of this definition is of course not a 
necessary part; in the abstract it is entirely 
possible that an independent oligopolist should 
ignore his rivals’ decisions. But in practice no 
firm would be so foolish as to think that it 
could cut its product price with impunity. We 
find no such foolish firms in Oligopia. 

Let us assume that a small number of firms 
is in the process of establishing a new industry, 
product price, and outputs. If then each firm 
is carefully mindful of what the other firms may 
do, it will come to believe that the demand 
curve for its own undifferentiated product is the 
same as that of each other firm. In other words, 
the firm draws its AR and MR curves on the 
assumption that the other firms will charge 
the same price it charges for a given output. 
At any given price for the homogeneous prod¬ 
uct the firm believes that the customers will 
be shared equally among the firms. Then if 
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the MC curves of the firms are about the 
same, we get, "ideally," a price the same 
as the simple monopoly price, a total output for 
the whole group the same as the simple monop¬ 
oly output, and an output for each firm (i.e., 
output quotas) the same as the ones shown in 
Chart 90 for perfect cartelization. 

If, as is likely, there are significant dif¬ 
ferences among the firms' cost curves, the 
above situation is probably unstable and will 
develop into price leadership or some kind of 
cartel. 

(2) Differentiation among Products. Turning 
to Oligopian firms that differentiate and vary 
their products and engage in sales promotion, 
we must distinguish product-price activities 
from those affecting market shares (quotas or 
outputs). For the price of a given kind of dif¬ 
ferentiated product, there is greater probability 
of competition; that is, price competition is 
more likely because a firm is less likely to lose 
customers when its product is differentiated. 
Yet much the same circumstances prevail as 
for a homogeneous product: There is consider¬ 
able shrinking from price competition. Every 
firm longs for price "floors" and is inclined to 
avoid price wars. Thus cartels, price leadership, 
and "independent" pricing arc conducted 
along essentially the lines already discussed. 
But, because the products differentiated, there 
need not be a uniform product price. There may 
well be different prices for a product such as 
razor blades. In this case it is the different 
prices which are held rigid. The price dif¬ 
ferences are to be maintained. 

The existence of product variation and 
advertising gives scope to inter-firm rivalry 
that does not exist for homogeneous products. 
There is what we know as non-price competition 
in this sector of the Oligopian economy. And 
it is usually through such competition rather 
than through "political" deals within cartels 
or through the other methods described that 
market "quotas" of output are determined. 
Yet it would be a mistake to attach too much 
importance to non-price competition as a way 
of changing the firms’ shares of an industry's 
total output. Firms do advertise on an exten¬ 
sive scale in Oligopia. There are innovations 
in advertising methods. But no firm seems to 
obtain a large or lasting advantage by product- 
variation and advertising. It seems mainly to 
struggle to keep' what it has. Let one firm 


corral a famous jump band for its radio pro¬ 
gram, and another will match it with an 
equally famous gag-artist. So we conclude that 
there is also a large measure of stability in non¬ 
price matters. There is no great amount of 
shifting households' demand curves in favor 
of one firm and against the others. But there 
is a considerable raising of cost curves all along 
the line in a given industry. 


b. Factor-Service Price and Input Determination 

for Firms in an Oligopsonistic Croup 

Now let us look very briefly at the condi¬ 
tions related to factor-service prices and inputs. 
We shall disregard the various embodiments 
of savings and concentrate on labor. Our 
"industry" now includes the small group of 
firms hiring labor in a given local labor market. 
There is always differentiation of employment 
conditions among the firms; i.e., employment 
conditions are never uniform or homogeneous. 

Here again we find the desire for uniformity 
in the wage rate. Firms wish to pay the same 
rate for a given job; or if there arc by custom 
certain wage-rate differentials among firms, 
there is an effort to maintain these differentials. 
When conditions dictate a change in the general 
level of wage rates, there is an effort to move 
them upward or downward by uniform, simul¬ 
taneous amounts or percentages of change. 

The mode of achieving these objectives varies 
from market to market. In most markets there 
is collusion, cither by cartel, through an 
"employers' association," or by price-leader¬ 
ship. Occasionally we find "independent pric¬ 
ing, with each firm acting in full awareness 
of probable reactions by its rivals. As a result, 
no matter which method is employed, labor 
prices tend to be rigid, at least insofar as wage- 
rate increases are concerned. 

The market shares or quotas of total labor 
input are never set by agreement among the 
firms. As with differentiated products, the 
position and elasticities of the labor-supply 
schedule for any firm depend largely on the 
cost to the firm of differentiating employment 
conditions in relation to its ability to make 
households believe that its plant is a superior 
workplace. But, since each firm tries the same 
differentiation tactics, we find that, as with 
differentiated products, the input quotas tend 
to be stable, with each firm trying mainly to 
keep what it has. 
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Having learned how inter-firm relations 
affect the product-price and output of any one 
firm of the small group in the new industry, let 
us now focus on a particular firm, assuming 
oligopoly in the product market and, at first, 
pure competition in the factor-service markets. 
There is no need here to distinguish pure from 
differentiated oligopoly; as to the latter, we 
simply remind the student that, as in Mono- 
compia, the firm has to choose an optimum 
product-variant and an optimum sales-promo- 
tion outlay by the method analyzed in Chapter 


26. Then we start with the oligopoly product- 
price and the firm’s output quota as given at 
the moment. 

(1) The Demand Curie for the Firm's Product. 
Consider Chart 92. Inter-firm relations have 
resulted in a present price OP and a present 
output ON for our firm. This is what the firm 
starts with. From now on, as a member of a 
cartel, of a price leadership group, or as an in¬ 
dependent pricer, our firm believes, under sta¬ 
tionary conditions, the following: (*) If it raises 
its own price, there is little likelihood, in the 
absence of general agreement, that conditions 
will warrant a matching increase by all rival 
firms. So the firm figures that its lone increase 
will cause a great loss in sales, even if its prod¬ 
uct is differentiated. In other words, for any 
price above OP the firm believes its demand 
curve is very elastic (see the line DD in Chart 
92A). (A) But if the firm lowers its price, it 
believes that it may temporarily enjoy a 
large increase in sales by pulling customers 
away from its rivals. That is, its demand 
curve temporarily looks like the segment 
DC in Chart 92A. But this gain will be very 
transitory; the other firms will not take it 
lying down, but will match the price cut, 
perhaps retaliating with an even larger one. 
They will do their best to win back any house¬ 
hold-buyers lost by the initial price decrease. 
A price war will have been started which, if 
not stopped, will end in bankruptcy for all 
but the very strongest, low-cost firms. So the 
ultimate results of a price decrease arc enough 
to cause any lone price-cutter to stay his hand. 
He figures that below the existing price OP 
his demand curve is not the elastic DC at all 
but the much less elastic curve DD'. This 
segment has in general, on a smaller scale, the 
elasticities of the whole industry demand curve. 

Thus the firm’s complete demand curve, as 
represented in Chart 92A, is the curve ODD'. 
This kind of curve is known as a kinked curve, 
because its slope changes suddenly and radically 
at point D t the present price-output combina¬ 
tion. 

This demand curve is, as usual, the firm's 
average revenue (/*R) curve. It is so labeled in 
Chart 92B. Since every AR curve must have a 
companion MR curve, how do we draw a 
marginal curve to a kinked AR curve? The 
process is indicated in Chart 92B. There are in 





THE ECONOMIC PROCESS IN OLIGOPIA 


559 


fact two separate MR curves, one for each 
portion of the kinked AR curve. First, we draw 
a curve MR marginal to MB, the first portion 
of the AR curve which extends from the Y 
axis to the kink-point. This marginal-revenue 
curve MR begins at point M on the Y axis 
and ends at point R directly below the kink- 
point B. Then we draw a curve marginal to 
the second portion BH of the kinked AR curve 
by (1) extending BH straight up to the Y axis 
at point T; (2) drawing from point T a curve 
TV marginal to the whole of TH; and (3) 
using only that part of TV which is denoceJ 
by the solid MR line SV. 

It will be noted that the curve SV begin* 
directly below the kink-point B and that most 
of SV is below the X axis. This means that 
most of the marginal revenues on this MR 
curve are negative. And this negativity denote* 
that most of the portion BH of the AR curve 
is inelastic. An inelastic demand curve (pages 
210 - 211 ) means that when the price decreases, 
total revenue falls; and when total revenue 
falls, marginal revenue is negative. Therefore 
this part of the MR curve must fall below the 
X axis. 

We see then that, once a product price and 
output have been established by inter-firm rela¬ 
tions in our industry, the firm's AR curve is 
kinked and its MR curve is discontinuous . The 
firm’s whole MR curve may be considered to be 
MRSV t with a sizeable gap or discontinuity 
RS directly or vertically below the AR curve's 
kink-point B. This gap has a very important 
influence, as will be shown a little later. 

It should be remembered here and through¬ 
out this discussion that the size of this gap in 
the MR curve represents the firm's estimate of 
what its rivals will do if the firm changes the 
price of its product. The more certain the firm 
is that its rivals will match its price cuts, the 
more reluctant it is to make the change. In 
graphic terms, this means that the surer the 
firm is of reprisals, the less elastic is the lower 
part of the AR curve. And the less elastic the 
lower part of the AR curve, the wider the gap 
»n the MR curve. 

(2) The Firm's Cost Curves. Even though we 
temporarily assume pure competition in the 
purchase of factor services, there are two in¬ 
teresting and important matters to note about 
the cost curves of an Oligopian firm: (*) Under 


partial-equilibrium analysis both the ATC and 
AfC curves are much lower than those found in 
Atomisia. This is true even though a large 
optimum outlay for advertising and selling may 
be included in the ATC curve. (£) Under cither 
partial or general analysis the Oligopian cost 
curves are broader and flatter than the Atoinis- 
ian ones. 

The reasons for these differences are the same 
as those operating in real-world America in a 
comparison of small-scale, atomistic farming 
with large-scale, highly mechanized, corporate 
farming for certain products under certain con¬ 
ditions. The reason for the first difference is 
that Oligopian technology is so much more 
advanced than Atomisian (or Monocompian) 
technology. In Oligopia large-scale production 
affords notable internal economies and cost re¬ 
ductions. The MPP and APP curves of labor 
and savings, which help determine the cost 
curves, are much higher in Oligopia. Thus, 
under partial-equilibrium analysis (i.e., with¬ 
out regard to the value of money in the 
economy as a whole) with normal production 
it costs much less to manufacture and sell an 
automobile in a big Oligopian plant than it 
costs merely to manufacture one in a small 
Atomisian plant. In real terms, an automobile 
that sells for, say, $1,800 in Oligopia costs 
perhaps ten times as much to manufacture in 
Atomisia. 

The reason for the second difference lies also 
in the much larger scale of Oligopian produc¬ 
tion. We find that savings in Oligopia are 
embodied in very large, indivisible lumps. 
Labor is of course highly divisible. As we saw 
in our Atomisian study, every firm tries to hire 
enough of each factor to make each factor's 
MPP a diminishing one. When the Oligopian 
firm succeeds in accomplishing this end, the 
result is a very large plant. Then, unless the 
proportions of the factors are fixed (which 
we assume is no truer for Oligopia than Atom- 
!sia) an increase of a given absolute amount 
of labor-hours in Oligopia results in a much 
smaller percentage change in MPP's than in 
Atomisia. In other words, the MPP curves are 
flatter and broader than in Atomisia. And if 
this is so, the ATC and MC curves are also 
broader and flatter. 

(3) The Firm's Equilibrium. In discussing the 
group of firms and their interactions we have 
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already covered the conditions that determine 
the equilibrium price and output of any one 
of the firms. The firm's cost curves as just 
described, the demand curve for the whole 
group's product, and the relationships among 
the firms, are the important circumstances. 
Thus the equilibrium of any one Oligopian 
firm is not found de novo as it was in Mon >- 
compia, by crossing a unique marginal revenue 
curve with a unique marginal cost curve; we 
already know the established equilibrium prod¬ 
uct-price and output. Nevertheless, given this 
established price-output and so given there¬ 
fore the firm's demand curve as just discussed, 
the crossing of the AIR curve with the given 
MC curve does describe the firm's already-set 
equilibrium in the terms that have become 
familiar to us—the equating of marginal 
revenue and marginal cost. We need such a 
procedure also in order to find the firm’s maxi¬ 
mum profits. 

Consider Chart 93. The AIC curve cuts the 
MR curve at point K. The fact that K is in the 
discontinuous portion of the AIR curve has a 
significance that will be explained in a moment. 
By drawing the usual perpendiculars we find 
the (previously-established) equilibrium price 
OF and equilibrium output ON. We also find 
that maximum abnormal profits CPDR are 
being made by the firm. 


(4) Effect of Changes in the Determinants. Now 
let us see what happens if a change in the basic 
determinants shifts the cost curves or the 
demand curves. We shall find that the special 
nature of the firm’s AR-MR curves under 
oligopoly produces some interesting results. 

Before we proceed, however, we must pause 
to take stock of the development of our theory, 
and we must make certain points clear. Our 
first step was to assume the establishment of a 
new industry by a group of oligopolists. Here 
we assumed that each firm believed its own 
demand curve would be the same as every other 
firm's, and this meant that each firm thought 
the other firms would at the outset match its 
price up as well as down the demand curve. 
The second step was to assume that the product 
price and the firms' outputs had been set under 
the first step. Then ensued the discussion just 
completed. Here we assumed that, once the 
price and output had been established, only 
price decreases would be matched by other 
firms. This theory is realistic for stationary 
conditions. It also has the advantage, as we 
shall see, of showing the rigidity of oligopolis¬ 
tic price and output under conditions of change. 
But the kinkcd-dcmand-curvc approach does 
not show how a firm's equilibrium is attained; 
it has to start with an equilibrium price and 
output previously established. Therefore, when 
the conditions of demand change, the kinked- 
curve theory is not definitive for showing how 
a new equilibrium price and output is deter¬ 
mined. Wc can use the first-step theory above 
—the one wc used at the beginning of our dis¬ 
cussion, for the new industry—or we can use 
a modification of the kinked-curve approach. 
For the sake of uniform approach in this 
section, we use mainly the latter. But the above 
distinctions should be borne in mind. 

(a) Changes in the Cost Curves. Suppose that, 
in Chart 93, the ATC and MC curves shift 
down and to the right as a result of a techni¬ 
cal innovation by the firm or because of a 
decrease in the (assumed) purely competitive 
price of the factor services. Or suppose an 
upward shift because of an increase in factor- 
service prices. In either case there will be a 
new intersection with the AIR curve. But, 
unlike any of our findings for Atomisia or 
Monocompia, we learn here that there will be 
no change in the conventional, established 
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product-price or output, unless the A1C curve 
shifts so far that it intersects the MR curve 
below point S or above point R. That is, so 
long as the MC curve moves within the gap of 
the MR curve, the firm's product-price and out¬ 
put are absolutely insensitive to any change in 
the cost conditions. Through its participation 
in group price-output activities the firm has 
achieved its longed-for stability and "rigidity.” 

To be sure, maximum profits become larger 
or smaller as the MC curve moves down or up. 
But under the above conditions the profits 
could not be changed by any changes in price 
or output. Profits are maximized by a stand- 
pat decision on price and output. If this deci¬ 
sion happens to reduce profits, the firm is not 
worried as much as it would be by price wars 
which destroy all profits and threaten in¬ 
solvency. 

(b) Changes in the AR-MR Curves. What 
happens to the firm’s output when demand for 
the industry's product is believed to have 
shifted to the left or to the right? In other 
words, what happens when at the same price 
the quantity that households arc willing to 
buy decreases or increases? Will the firm lower 
or raise the price of its product, and will it 
decrease or increase its output? It all depends 
on what the group decides to do or, in the case 
of independent pricing, on the firm’s estimate 
of its rivals’ reactions. For an increase in 
demand, if the cartel or the price leader decides 
to raise the produce-price, the firm will have a 
new AR curve sloped like the previous one on 
both sides of the kink. The kink will be higher 
and to the right of the former kink-point; both 
price and output will have increased for the 
firm. The MR curve will be discontinuous in 
the same fashion as before, but the gap will 
of course be farther to the right, under the new 
kink-point. The length of the gap will be 
about the same as before. 

Under non-collusive pricing, if the firm is 
pretty sure that others will not increase their 
price in spite of the shift in demand (an unreal¬ 
istic assumption) the first or left part of the 
firm's new AR curve will be very elastic, as 
before. This fact, together with the relatively 
inelastic right part of the new AR curve, makes 
for a large gap in the new MR curve. It is then 
unlikely that the MC curve will cut the new 
MR curve in any but the discontinuous portion. 
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new output will be sold at the same old price 
Thus again we see the condition of price 
?***?'under oligopoly. This case isrepresented 
in Chart 94A. For simplicity's sake the only 
cost curve shown is the MC curve. 
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On the other hand, if the iirm (more real¬ 
istically) estimates that the other firms will 
follow its leadership, ar least to some extent, 
in raising the product price, we will find the 
changes shown in Chart 94B. Here, as in 
Chart 94A, the demand at the present price 
OP x shifts from P X E to P X F. But in this case 
the left part of our firm s AR curve (AR 2 ) 
is much less elastic than in Chart 94A. It 
is shown rising much more steeply to the 
left of kink-point F. This relative steepness is 
the graphic representation of the firm's belief 
that the other firms will raise their price also. 
Then the relevant part of the companion AIR 
curve is shown as the line AB, which is rela¬ 
tively far down toward the X axis because of 
the less elastic slope of the left part of the 
new AR curve. The gap and the rightward 
portion of the AIR curve are below AB. The 
marginal-cost curve thus intersects the new 
AIR curve not in the discontinuous part (as 
in Chart 94A) but in the left portion at point 
K 2 . A perpendicular dropped from K 2 to the 
X axis shows an increase in output from 0N X to 
0N 2 ; and an extension of the perpendicular up 
to the new AR curve at point // show> a new, 
higher price of OPj. The firm has raised its 
price from 0P X to 0R 2 as a result of its belief 
about its rivals' reactions. 

This second case is much more realistic than 
the first, for when the market is expanding any 
firm need have little fear that its rivals will 
not match its price increases. Once the firm has 
chosen price 0P 2 and the other firms have also 
made the increase, the point H becomes the 
new kink-point of the firm’s equilibrium AR 
curve. The slopes of this curve on either side 
of the kink will be like those of the AR X curve. 
The new AIR curve will have a gap below point 
H, and this gap will "surround" the MC curve, 
as before. 

Now consider a leftward shift of demand. 
Since households buy less at the present price, 
under collusive action the firm's new AR curve 
will be kinked at a point down and leftward 
from the previous kmk-point. The whole proc¬ 
ess is the reverse of the collusion case just 
analyzed for an increase in demand. With 
respect to non-collusive pricing. Chart 94A 
can be interpreted as representing the change 
in output (but not in price) when the firm 
believes that its rivals will match any price 


decrease that it might initiate. Let the student 
conduct the demonstration, using AR Z as the 
original demand curve and AR X as the new 
demand curve representing the firm's belief 
about the other firms’ price policy. 

In the case of a leftward shift of demand the 
firm would be foolish to believe that its own 
price decrease would nor be matched by decreases 
in other firms' prices. There is thus no point 
in diagramming such a belief in a companion 
chart to Chart 94B. Thus we see that price 
rigidity in Oligopia is likely to be greater 
when the demand for the "industry's" product 
shifts left (declines) than when it shifts right 
(increases). 

d. The Individual Finn's Wage Rare and Input 
of Labor 

Bearing in mind how the inter-firm relations 
(page 557) of oligopsony affect the price and 
input of labor (which we assume is the only 
factor service purchased under oligopsony), let 
us now look at a particular firm's circumstances. 
We assume temporarily that the firm's product 
is sold in a purely competitive market. We 
also assume that the optimum outlay for dif¬ 
ferentiating the firm's employment conditions 
is included in the price-quantity supply curve 
of labor to the firm. 

(1) The Factor-Service's AO and MO Curves. 
Chart 95A shows the supply or AO curve of 
labor, the curve SBS'. This curve is kinked at 
point B, just as the product-demand (AR) 
curve was kinked, and for the same sort of 
reasons. We know the conventional, already 
established, present price or wage rate of the 
service to be OW = MB and the present input 
to be 0A1. If the firm lowers its wage rate, it 
finds that the households withdraw their hours 
very rapidly because the rival firms do not also 
lower theirs; in other words, the SB part of the 
curve is very elastic. On the other hand, if the 
firm raises its rate, it may have a temporarily 
very elastic curve like BC\ it may increase its 
input very rapidly at first. But the other firms 
will retaliate with increases of their own, and 
in the end our firm finds itself with little gain, 
its supply curve above point B is BS\ a much 
less elastic one. 

Chart 95B shows the nature and derivation 
of the MO curve, which is marginal to the 
kinked AO curve. The process is exactly the 
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same as the one used for derivation of the dis¬ 
continuous MR curve above. We find that the 
MO curve here (NRTH) is also a discontinuous 
one and for the same reasons. 

(2) The Firm's Revenue-Product Curies for the 
Service. The firm’s revenue-product curves for a 
factor service, are, as always, determined by the 
technology of production and the elasticity of 
the demand for the product. Technology deter¬ 
mines the positions and elasticities of the MPP 
and APP curves. The elasticity of product-de¬ 
mand determines the AIR’s that in conjunction 
with the respective MPP' s, gives us the MRP 
curve; it also determines the gross-/IR’s and 
net-AR's that in conjunction with the respec¬ 
tive APP' s, give us the gross and net ARP 
curves. In other words, the elasticity of prod¬ 
uct-demand (temporarily assumed to be in¬ 
finite) helps to determine the positions and 
elasticities of the MRP curve and the gross 
and net ARP curves. 

Under present assumptions the noteworthy 
thing about a set of Oligopian MRP-ARP 
curves is much the same as for the Oligopian 
cost curves, and for the same reasons: Because 
of the advanced technology the MRP-ARP 
curves are higher, wider, and flatter than in 
Atomisia or Monocompia. 

(3) Equilibrium. Although the conventional 
established wage rate paid by the individual 
firm and the present input of labor have been 
determined by technology, by the elasticity 
and position of the supply of labor to the 
whole group of firms, and by the character of 
inter-firm relations, our usual method of finding 
the equilibrium price and input of a factor 
service—the equating of MO with MRP— 
usefully describes the present position of the 
firm. Furthermore, we need this method to dis¬ 
cover maximum profits. 

Chart 96 illustrates the matter. At the estab¬ 
lished wage rate OF and input 0A1 the firm is 
in equilibrium because the MRP curve inter¬ 
sects the MO curve at point K vertically above 
point M on the X axis. The firm is making 
abnormal maximum profits FGAD because at 
input OM the net average revenue product 
exceeds the average outlay or wage rate by an 
amount DA. 

(4) Effects of Changes in the Determinants, (a) 
The MRP Curve and the Gross and Net ARP 
Curves. Improvements in technology will raise 
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the revenue-product curves. So will an increase 
in consumer demand (an upward shift in the 
CUrVes) ‘ A downward shift in the 
results * lowering of the 
MRP-ARP curves. What effects do such 
changes have on the equilibrium input of the 
factor service? 

Chart 96 shows that, unless the upward or 
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downward shift of the MRP curve is great 
enough to bring it outside the gap in the MO 
curve, each point K intersection will be in the 
same vertical plane, and there will be no change 
in the wage rate or in the input 0A1. Abnormal 
profits will rise or fall as the net ARP curve 
rises or falls. But the firm under these condi¬ 
tions does not respond with respect to wage 
rates or inputs. There is no economic mobility 
here. 

(b) The AO-MO Curies. Now suppose that, 
other determinants unchanged, the quantity 
of the service that households offer for sale 
at the given or present price of the factor service 
changes. In other words, the AO curve shifts to 
the left or to the right. Then we have a situa¬ 
tion similar to the one discussed for shifts in 
product demand. Under collusive wage-rate 
setting, a rightward shift in the industry s 
labor supply curve will result in a new kink- 
point for the AO curve, and the point will be 
"southeast" of the old one, showing a lower 
wage rale and increased employment. The 
slopes of the new AO curve will be about the 
same as before. The MO curve will be similar 
in nature. Exactly the same reasoning applies 
in reverse to the firm’s equilibrium after a 


leftward shift of the labor supply curve to the 
group of firms. 

With respect to non-collusive conditions, 
we can say at once that (1) if the AO curve 
shifts rightward, there will be an increase in 
input; and (2) if it shifts to the left, there will 
be a decrease in input. The question is, Will 
the firm raise or lower the price it will pay 
for the service? As in the product-demand case, 
the answer depends on the firm’s estimate of 
what its rivals will do after the firm changes 
its own price. 

Consider first the case in which the AO 
(factor-service supply curve) shifts to the 
right. More units will be available at the 
existing price. Should the firm then lower its 
price? If it unrealistically believes that the 
other firms will not join in doing so, the left 
part of the new AO curve will be just as clastic 
as before (and the part to the right of the kink 
will of course be just as inelastic as before). 
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There will be just as big a gap in the new MO 
curve, and the position of the gap will be such 
that the MR? curve will go through it. There 
will be no change in the price of the service; 
there will be merely an increase in input. 

On the other hand, if the firm believes that 
the other firms will, at least to some extent, 
follow its lead in cutting the wage rate, the 
part of the firm’s new AO curve to the left of 
the kink will become considerably less elastic, 
and the part to the right will have about the 
same elasticity as before. Then the gap in the 
new MO curve will be in a much higher posi¬ 
tion and will be smaller. Under these conditions 
the MR? curve may well intersect the new 
MO curve at a point outside the gap on the 
left portion of the MO curve. This new equi¬ 
librium point gives a price lower than the 
previous one. There is also an increase in 
input. 

Chart 97 illustrates this case. Let the student 
follow the argument through the Chart. As 
in the product-demand case, it must be remem¬ 
bered that in the final new equilibrium, there 
will be yet another AO curve, whose kink-point 
will be at H. The slopes of the new AO curve 
will be like those of A0 t ; and the new MO 
curve will be like MO,, although farther to 
the right. 

Let the student work out the solutions for a 
leftward shift of the labor-supply curve to the 
group of firms. 

e. Oligopoly and Oligopsony Present at the Same 

Time 

Since Oligopia there is universal oligopoly 
and universal oligopsony among firms, let us 
now bring our analyses together, abandoning 
any assumption of pure competition on either 
side and modifying the analyses where neces¬ 
sary. 

In general, where a group of firms sells a 
product oligopolistically and buys labor oligop- 
sonistically, there is a double tendency toward 
rigidity of product-price and output, and of 
wage rates and employment. A cartel, a price 
leader, or a non-collusive firm that might be 
disposed, say, to raise the price or output fol¬ 
lowing a rightward shift in household demand 
for the group’s product would also have to 
increase employment and, thereby, the rate of 
wages. With oligopsony in the labor market 



Output 


both decisions must be coordinated. And con¬ 
ditions might be such that the group would 
hesitate to disturb the labor market; the group 
might prefer to hold product-price and output 
constant. And so on. 

Let us look first at the effect of oligopsony on 
the product price and output decision and 
second at the effect of oligopoly on the price 
and employment of labor. 

(1) Product- Price-Output Equilibrium under 
Oligopoly-Oligopsony. In cases where the kinke'd- 
curve approach is applicable, oligopsony affects 
the firm's equilibrium product-price and output 
through the ATC and MC curves. Because of the 
kinked labor-supply curve and because of the 
discontinuous labor MO curve, the ATC and the 
MC curves are, respectively, unlike any others 
that we have encountered. The ATC curve has 
a kink at or near its lowest point and looks 
somewhat like an inverted gothic window. 
The MC curve has a gap on either side of the 
ATC curve's kink-point (Chart 98). 

This chart represents the other, hitherto 
not-revealed half of the picture we had when 
we assumed labor oligopsony with pure com¬ 
petition in selling the product. If we imagine 
a horizontal MR curve drawn through the gap 
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RS, we can see how increases or decreases in 
product-demand would have no effect on out¬ 
put unless the change were large enough to 
bring the MR curve above or below the range 
of discontinuity. 

Now if we bring these cost curves together 
with the AR-MR curves of oligopolistic 
product-selling, we get a double range of dis¬ 
continuity, all in one vertical plane (Chart 
99). K is not a point but a range, at which 
marginal revenue and marginal cost are equal 
or "intersect." We can imagine, from this 
illustration, that it would take especially large 
changes in either demand or cost to get the 
AIR and MC curves disentangled entirely from 
their respective rigidity-gaps. There is a two¬ 
fold tendency toward stability of price and 
output. 

(2) Factor-Service- Price- In put Equilibrium under 
Oligopoly-Oh fop tony. The other side of the 
medal may be seen if we abandon our assump¬ 
tion of pure competition in product-sale and 
substitute the actual condition of oligopoly. 
Here, in cases where the kmked-curve analysis 
is applicable, we find the MRP—ARP curves to 
be different from those used in Chart 96, and 
from any that we have hitherto seen. The ARP 
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curve (in this case the net curve) is kinked be¬ 
cause the firm's product-demand (AR) curve is 
kinked, again, rather like a gothic arch. The 
MRP curve is discontinuous on either side of 
the net ARP curve (Chart 100). 

If we bring the above revenue-product curves 
together with the A0-M0 curves of oligop¬ 
sony, with which we are already familiar, we 
again obtain (see Chart 101) the double range 
of discontinuity, the range K of equality be¬ 
tween MRP and MO, and the two-fold tend¬ 
ency to wage-rate input rigidity. 

f. The Dynamic Economising of Ohgopian Firms 

In "dynamic" Oligopia the firms use dis¬ 
counted AR's, cost, etc., just like the firms of 
the other economies. In this general respect 
there is nothing special to note. But the dis¬ 
counting process involves one matter of great 
significance. All groups of firms try to achieve 
price and output stability over time, through 
the ups and downs of the business cycle. Con¬ 
sequently we find any given group refusing to 
take full advantage of increases—rightward 
shifts—of product demand and refusing to 
yield fully to decreases in demand. In boom 
periods a given group might be able to raise 
prices, say, 25 percent without loss of sales. In 
downswings they might be able to avoid very 
large reductions in sales by lowering prices, 


CHART Oligopian Firm’s Revenue - 



THE ECONOMIC PROCESS IN OLIGOPIA 


567 


say, 25 percent (assuming non-elastic price 
expectations). But for the sake of security the 
firms prefer to hold prices steady. Chewing 
gum is always a nickel a pack, cigarettes al¬ 
ways 15 cents, and so on, product after product. 
Or if price changes do occur, they are smaller 
than those that would occur in the absence of 
oligopoly. 

This dynamic fact, like almost all the other 
facts presented in this chapter, is very signifi¬ 
cant because it prevails among oligopolistic 
firms in real-world economies. 

C. The Economy as a Whole 

Now let us consider the whole Oligopian 
economy in its stationary, progressive, and 
dynamic aspects. Looking first at stationary 
Oligopia as a whole, we wish to learn about 
the nature of general equilibrium (if indeed it 
exists at all); and we wish to learn, second, 
whether resources are allocated and utilized 
in such a way as to maximize, compose, and 
distribute the national income in accordance 
with households' desires. The student’s under¬ 
standing of the Oligopian economy will be 
considerably helped if at this point he reviews 
our analysis of the Monocompian economy as a 
whole. 

1. The Stationary Economy 
a. General Equilibrium 

If general equilibrium of the Atomisian sort 
was impossible in Monocompia, it is equally 
so in Oligopia. Monocompia had a relatively 
simple technology, a great many firms in each 
industry," no collusion, no really enduring 
abnormal profits. Yet product and employment 
differentiation, partial ignorance, the desire 
for security, and the firms’ efforts to obtain 
monopoly profits made for less than perfectly 
or uniformly elastic product-demand curves 
and factor-service-supply curves for individual 
firms and prevented factor-service prices (/iO’s) 
from being equal or proportionate to marginal 
revenue products among all firms considered 
as a group. Freedom of entry for firms led to 
a striving for general equilibrium, but this 
balance was never attained even under gen¬ 
erally stationary circumstances. 

Consider then Oligopia with its partial 
ignorance, desire for security, and considerable 
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product and employment differentiation, plus 
its advanced technology, few firms in each 
industry, collusion among firms, abnormal 
(monopoly) profits (the "normal" thing over 
indefinite periods of time, but abnormal by our 
pure-competition standards), and lack of mo¬ 
bility or response in prices and outputs among 
firms when the basic determinants of equilib¬ 
rium change. True, in industries where there 
is product differentiation we find a good deal 
of competition in advertising and in product 
changes. But among Oligopian firms as a whole 
there is very little evidence of competitive 
striving toward the nice, precise Atomisian 
sort of economic balance. 

There is stability in this economy. But it 
would be a mistake to confuse this man-made 
thing with the satisfaction-maximizing balance 
among firms and households that the purely 
competitive price system achieved in stationary 
Atomisia. In Oligopia it would be the merest 
accident if one group of firms were in perfect 
economic balance with other groups and with 
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In the stationary economy as a whole there 
is, however, at least one resemblance to Atom- 
isia and Monocompia: The total money rev¬ 
enues of all the firms are equal to the total 
money incomes of all the households, which 
are in turn, equal to the total expenditures of 
the households. But, as in Monocompia, the 
total costs of firms are smaller than the totals 
of the above-mentioned three items, because 
of and in the amount of the firm-owners' ab¬ 
normal profits. 

b. Allocation of Resources 

(1) The Composition of Total Income. We found 
that consumer sovereignty prevailed decisively 
in Atomisia. The firms did the households' 
dollar-voted bidding with respect to the allo¬ 
cation of resources. The forces of competition 
operated to make firms present to the house¬ 
holds the true opportunity costs of alternative 
uses for the households' resources. Competition 
made the firms turn out the quantities and 
qualities of products desired by the house¬ 
holds, given the distribution of resource owner¬ 
ship and income. 

In Oligopia this responsiveness of firms is a 
great deal less. We have seen how collusion 
among large firms, or the fact that a firm which 
does not engage in collusion considers care¬ 
fully its rival's possible moves, may lead to 
kinked average-revenue and average-outlay 
curves and to discontinuous marginal-revenue 
and marginal-outlay curves—and we have seen 
how these discontinuities very much dampen 
the price-output and price-input adjustments 
that might lead firms to allocate resources in ac¬ 
cordance with households' expressed wishes. 
If the household group-demand curves shift 
right for one line of products and shift left for 
other products, it is not certain that the output 
of the first group of products will expand, and 
that of the others will correspondingly de¬ 
crease; nor is it certain that the households' 
factor services (resources) will be moved from 
the second line of products to the first. Some 
movement may well occur, but it is not certain 
or complete. 

The above discussion leads us to the follow¬ 
ing: In Monocompia, because the true cost 
alternatives were not given in the relative 
prices of products (unless we adopted the very 
unreal assumption of identical elasticities 


among all firms' product-demand curves and 
factor-service supply curves), resources were 
misallocated, and income was not composed in 
accord with households' expressed wishes. For 
firms equated marginal revenues, not product- 
prices, with marginal costs; and they equated 
marginal outlays, not factor-service prices, 
with marginal revenue products. In terras of the 
frontier economy, the households' marginal 
rate of psychological substitution was not 
made equal by the firms to the marginal rate of 
real-cost substitution. All this is true in Oli¬ 
gopia also. But the allocation of resources and 
the composition of want-satisfaction tend to be 
considerably "worse" in this economy because 
of the much greater lack of mobility and re¬ 
sponsiveness among firms. 

(2) The Size of Total Income. To the extent 
that resources are not allocated in accordance 
with households' wishes, total want-satisfac¬ 
tion is lower in Oligopia than it would other¬ 
wise be. That is, from the standpoint of total 
utility for all households, the national income 
is not maximized as it was in Atomisia. 

The fact that total want-satisfaction in 
Oligopia is less than it could be docs not of 
course mean that the total is less than in 
Atomisia. Even though the number'of house¬ 
holds and the total amount of resources (in 
terms of the labor force and the accumulation 
of savings) may be the same as in Atomisia, 
the fact of a greatly superior technology makes 
it very likely that Oligopian households enjoy 
a much higher total utility. Nevertheless, the 
really significant welfare item is that for the 
level of technology, total utility is importantly 
less than it could.be. 

We must also remember that a good part of 
Oligopia's total resources go for advertising 
and product variation. Now, as wc have said, 
Oligopian households get a great deal of 
utility not only from advertising but also from 
the variety of technologically advanced prod¬ 
ucts. There are radio-hours with Bing Hope, 
Frances Morgan, and the Theatercrafters of the 
Air. There are flying amphibian auto-trailers; 
fountain pens that write under anything by 
remote control; and combination radio-phono¬ 
graph-washing-machine-cocktail mixers. ‘But 

the competition in advertising and product 
variation means a great duplication of methods 
and leads to a very low point of diminishing 
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returns from such employment of resources. 
Furthermore, many household members doubt¬ 
less experience considerable disutility from the 
feelings of inferiority instilled by advertise¬ 
ments telling them that, unless they use the 
particular products, other people will think 
they "smell" or look peculiar; other people 
will laugh when they sit down or stand up; 
etc. One is compelled to conclude that a 
shift of some resources from sales promotion 
and product variation to other employments 
would substantially increase total want-satis¬ 
faction. 

C. The Extent of Resource-Utilisation in Relation 

to the Size of Income 

In stationary Oligopia, as in stationary 
Monocompia and Atomisia, labor and savings 
are fully employed. This is true even in spite of 
the pronounced tendency to rigidity of output 
and input among industries. With pure com¬ 
petition among household-sellers the prices of 
the factor services are bid down low enough to 
cause revision of total inputs and quotas to the 
point of hiring all the services offered by the 
households. So from the standpoint of unem¬ 
ployment there is no lowering of the national 
income. But total utility is very probably less 
for the households because the bidding-<iown 
of the services' prices disturbs the ideal balance 
between leisure and income. Households arc 
forced to work more than they would if their 
resources were employed in accordance with 
purely competitive standards. 

d. The Distribution of Income 

We recall that the Oligopians have arranged 
their legal and other governmental institutions 
(through the laissez-faire principle) so as to 
give full force to the distribution of income on 
the basis of market advantage arising from the 
strategic positions of the households who par¬ 
ticipate in the ownership of firms. In Atomisia 
(and by and large in Monocompia) the forces 
of competition saw to it that income was dis¬ 
tributed on the "official” basis of market 
advantage based on productivity. But the condi¬ 
tions of Oligopia seem to negate the "official" 
goal of economizing and to put a premium on 

r, SS‘ n g the market" by firms, i.e., a premium 
on making product-demand curves and factor- 
service supply curves as inelastic as possible 


through product differentiation and collusion. 
Firms try to gain a market advantage by so 
doing—a market advantage not from ability 
to produce but from ability to "rig." This 
ability to rig a market may of course be called 
a sort of "productivity,” but it is not one to 
be loved by households if they arc aware of 
what is happening. 

Now given the fact that each firm tries to 
profit by restricting output and gaining a mar¬ 
ket advantage, the related questions arise. Arc 
the efforts successful and, if so, at whose ex¬ 
pense? Since each firm in a given "industry" 
tries to rig the market (in fact, firms try to rig 
in unison), it cannot be said that one firm in the 
"industry" gains at the expense of another. 
Since, also, resources are fully utilized because 
of pure competition among households, it can¬ 
not be said that there is an over-all restriction 
of output; there is no "rigging" here. But full 
employment is achieved at the households' ex¬ 
pense: Because of technologically restricted 
entry among firms to markets, and because of 
price collusion, there is no significant competi¬ 
tion among firms in buying factor services to 
keep their prices up to the competitive level. 
The households who arc not among the firm- 
owners suffer by working more hours for less 
take-home pay or by getting smaller interest 
payments on their contract savings. And the 
households who participate in firm ownership 
profit abnormally. 

Thus we see that (1) the principle of distrib¬ 
uting income in accordance with market ad¬ 
vantage based on productivity, although 
officially espoused in Oligopia, is not realized 
in practice; and ( 2 ) the total income of the 
economy is more unequally distributed than 
in Atomisia or Monocompia because of (*») the 
steady abnormal profits going to firm-owners at 
the expense of the other households; and (£) the 
accompanying greater inequality of resource 
ownership. Of course, if each household con¬ 
tained a firm-owner, i.e., was part owner of one 
or more firms, we should have to say that house¬ 
holds as firm-owners were profiting at the 
expense of themselves as sellers of ordinary 
factor services. But the ownership of firms— 
i.e., the ownership of the equity savings in¬ 
vested by firms in plant and equipment—is very 
unequally distributed in Oligopia. So it is best 
to say that the households who own firms gayi 
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at the expense of those whose income depends 
only on the sale of contract factor services. 

2. The Progressive Economy 

In progressive Oligopia, points of particular 
interest are the rate of capital formation and the 
rate of technological innovation, in comparison 
with those in Atomisia. 

a. Capital f ormation 

In comparing stationary Oligopia with 
stationary Atomisia we could show the elFect 
of a more advanced technology on total in¬ 
come, by assuming that the size of the popula¬ 
tion and the amount of capital or savings were 
the same in both economies. But, when we 
lower the propensity-to-consume (PC) curve 
in Oligopia in order to admit net saving in the 
economy and to start the ball of capital ac¬ 
cumulation rolling (and it will roll under 
inelastic price expectations), we must conclude 
that the rate of progress is likely to be higher 
in Oligopia. For income is much less equally 
distributed in Oligopia, and this inequality 
cumulates under the Oligopian laws on in¬ 
heritance of property, so that the PC curve is 
lower than in Atomisia and the amounts and 
percentages of savings at each level of income 
are greater. Then with the assumed conditions 
that make for employment of the planned sav¬ 
ings through net investment by firms, the rate 
of capital formation tends to be higher in 
Oligopia. 

But do not the rigidities of the Oligopian 
system prevent the absorption of planned sav¬ 
ings? No, just as in stationary Oligopia, savings 
are fully employed because households bid 
down their prices until firms find it profitable 
to use all saved funds. That is, with a constant 
quantity of money in the economy, firms be¬ 
come willing to expand outputs at lower 
(collusive) prices; or with an increasing 
quantity of money they are willing to expand 
outputs at existing prices. Either way the 
inputs of savings (and of labor) rise until the 
whole increase in saved dollars (and popula¬ 
tion) is absorbed. 

b. Technological Change 

The relative rates of technological change in 
the two economies are not easy to discover. 
Competitive pressure to reduce costs (lower 


the cost curves) through inventions is consider¬ 
ably less in Oligopia than in Atomisia. If firms 
take the same risk in making innovations in 
both economies, the Atomisians are more im¬ 
pelled to take chances. Whether the degree of 
technological risk will be the same in the two 
economies is difficult to say. The Oligopians 
have the stability of their price arrangements 
to rely on. But they also have much more capi¬ 
tal invested per firm in large, complicated 
equipment, and this tends to make them wary 
of scrapping existing machinery and installing 
new unless they feel that the new machines 
can be made to pay for themselves in a few 
years. Whether or not there is less risk in 
Oligopia, there are more or less permanent 
abnormal profits in the progressive economy 
and there is the desire for ever higher profits, 
making for widespread innovations. It may be 
that monopoly profits are needed to get a high 
rate of technological change. Certainly Oligop¬ 
ian firms have greater financial resources to 
conduct research for the discovery of improved 
techniques. But here again one must be cau¬ 
tious. It is entirely possible that many of the 
inventions thus made are not actually used as 
innovations. Oligopian firms may protect many 
of their discoveries by taking out patents and 
then, instead of using the inventions, may 
pigeonhole them. That is, they may prevent 
other firms from making the improvements but 
may not make them themselves. 

It is hard to weigh all these factors. On bal¬ 
ance it appears that the rate of technological 
change may be somewhat higher in Oligopia, 
but we cannot be certain. 

3. The Dynamic Economy 

To analyze "dynamic" Oligopia we must 
use the tools developed in our study of dynamic 
Atomisia. We must bear in mind that the price 
expectations of households and non-banking 
firms may be variable and uncertain; that the 
quantity of money may be an independent 
variable because of variable and uncertain price 
expectations among banks; that therefore spec¬ 
ulative shifts among money, securities, and 
commodities are possible; that therefore total 
spending by households and firms on consump¬ 
tion and investment goods may vary, with 
positive or negative multiplier and accelera¬ 
tion effects; that innovations may come in 
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waves; and that production periods for capital 
goods are, because of the advanced technology, 
considerably longer than in Atomisia. 

We may then ask whether there are business 
cycles in Oligopia and if so, how violent are the 
ups and downs? There are cyclical fluctuations 
in Oligopia, of course. In any laissez-faire 
economy, where private rather than govern¬ 
ment economic decisions determine general 
movements, it is most likely that there should 
be cycles so long as the conditions enumerated 
above prevail. To be sure, each group of firms 
or industry tries to achieve its own stability 
of product and factor-service prices. But there 
is no central agency, private or governmental, 
to coordinate the various private industry 
decisions. Each group of firms, including the 
banks, is on its own. Furthermore, the fact of 
long production periods for big, complicated 
capital goods is in itself enough to make 
fluctuations likely. 

So the important question is the second one. 
Given some circumstancc(say our usual assump¬ 
tion that the PC curve shifts downward, pro¬ 
ducing an increased quantity of planned savings 
for any given amount of national income) 
which sets off a change in some important price 
or prices in a particular direction, will this 
change become magnified into a cyclical 
downswing or upswing? And, if so, will the 
extent and duration of the movement be 
greater or smaller than in Atomisia? 

As in our analysis of Atomisia, we have to 
discover the probable nature of price expecta¬ 
tions for Oligopia in order to answer our 
question. Are they likely to be elastic, unit- 
elastic, or inelastic? From earlier discussions we 
know that there seem to be two main possi¬ 
bilities: (1) Remembering that households are 
atomistic and firms collusive, we may think 
of firms' factor-service-price expectations as 
elastic downward but inelastic or unit-elastic 
upward. And we may think of firms' product- 
price expectations as elastic upward but inelas¬ 
tic or unit-elastic downward. (2) It is possible 
that, in a whole economy of oligopoly-oligops¬ 
ony among firms, the prevailing effective expec¬ 
tations for both product and factor-service 
prices are inelastic or unit-elastic, following an 
initial downward or upward change in CP's. 
Under the first of these kinds of price expecta¬ 
tions, Oligopian cycles may be at least as 


severe as Atomisian ones, and they will prob¬ 
ably last much longer. But the fluctuations in 
output and employment are more severe than 
in prices. Under the second, Oligopian fluctua- 
tations will be much less severe, but there 
may be chronic under-employment of resources 
if price expectations arc unit-elastic. Let us 
consider these matters for a moment. 

Assume the first kind of expectations, follow¬ 
ing an increase in planned saving because of a 
downward shift of the PC curve. Product 
prices are expected to hold at present levels but 
interest rates are expected to fall even further. 
So there will be a decrease in total spending; 
because of the discontinuous marginal curves, 
there will be no increase in investment spending 
by firms to offset the drop in consumption 
spending by households. With product prices 
unchanged, there will be at first a decline in 
total output, and there will be unemployment 
of labor and savings. The atomistic households 
then offer to work more hours at lower wage 
rates and also to accept lower interest rates. 
The oligoposonistic firms willingly reduce 
wage rates in concert. But if the firms' wage- 
rate expectations are downward-elastic, there 
will be more rather than less unemployment of 
labor and savings; purchases of the services 
will be shifted to the future. And as oligopolists 
the firms hold product prices to previous levels, 
so that there is as yet no tendency toward re¬ 
employment of factor services from that direc¬ 
tion. Not until firms'expectations about service 
prices turn inelastic or unit-elastic, and not un¬ 
til they are willing to lower their product 
prices, will there be a change from the down¬ 
ward plunge of employment and output (which 
two things of course move together) and of 
factor service prices. Under oligopoly this 
period of failure to adjust may be very long. 
But the relative rigidity of product prices 
causes output and employment to decline much 
more than the price level. 

On an upswing, with product price expecta¬ 
tions elastic and factor-service price expecta¬ 
tions inelastic or unit-elastic, we may, by 
similar reasoning, have an upward movement 
just as violent as the downswing. 

The second possibility sub-divides into (*) 
inelastic expectations of both factor-service 
and product prices; and (*) unit-elastic expec¬ 
tations. If expectations are consistently inelas- 
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tie. we have the situation discussed above in 
connection with the progressive economy. The 
decreased spending on consumption goods fol¬ 
lowing the increase in planned saving will be 
offset by increased investment spending by 
firms. There are no important cyclical fluctua¬ 
tions, although because of oligopoly-oligop¬ 
sony the adjustments are less smooth and rapid 
than in Atomisia. If expectations are unit- 
elastic, including those of bankers, the firms 
will not change their product and factor- 
service prices. The excess supply of savings 
resulting from the downward shift of the PC 
curve will not be employed. The excess supply 
of labor resulting from the uncompensated 
diminution in consumption spending (i.e., 
from the decline in total spending) will also 
remain as labor unemployment. Through 
negative multiplier and acceleration effects the 
national output will shrink until it is just 
large enough for net-investment to equal 
planned saving. So long as expectations remain 
unit-elastic, there will be an equilibrium with 
chronic under-utilization of resources, even 
though households attempt to obtain re-em¬ 
ployment by cutting their wage-rate and 
interest-rate bids. 

Which of these possibilities do we actually 
find in dynamic Oligopia? Most of the time we 
find the first; that is, Oligopian cycles arc 
usually severe and of considerable duration. 
There is not the same susceptibility to blind, 
herd, uncoordinated behavior as in Atomisia. 
But the firms' profit-seeking activities are 
enough to lead them into group decisions 
which have the effects described in our dis¬ 
cussion of the first possibility. 

In sum, there are cyclical fluctuations of 
prices and employment in Oligopia because 
innovations, as in Atomisia, are introduced 
in waves; because the gestation period for the 
production of new capital goods is a long one, 
with a decline in total spending following the 
completion of the goods; and because price 
expectations become prevailingly elastic for 
factor-service prices on the downswing and for 
product prices on the upswing. The changes in 
output and employment are greater than those 
in the price level. 

4. Welfare Considerations 

As usual, our study of this economy involves 
an effort to learn how the citizens "feel" about 


their economic-political system and an attempt 
to appraise the system in terras of certain 
broad economic-political standards. 

Our interviews with large numbers of 
Oligopian households lead us to believe that 
on the whole they are satisfied with their 
system. They like the technologically advanced 
products (including the advertising propa¬ 
ganda). They do not seem to mind very much 
the employment instability of their economy, 
and they like the price stability. They seem 
to believe that there is nothing socially 
harmful about the large inequalities in the 
distribution of resource ownership and in¬ 
come. The lower-income households envy 
those with higher incomes but they are not 
resentful. They sincerely flatter the richer 
ones by imitating them as much as possible, 
both as consumers and as producers. They 
are on the look-out for the chance to "rig” 
their markets as the more successful house¬ 
holds have succeeded in doing. They believe 
in the laissez-faire political system which 
makes such rigging possible. Oligopia is a 
wealthy economy, and every one wishes to 
'get rich quick." Even when there is unem¬ 
ployment, there are no households whose 
factor services are permanently unemployed; 
that is, unemployment is more or less rotated 
among the households which do not partici¬ 
pate in firm-ownership. Consequently there is 
no group which could be considered to have no 
chance of making a good living and which 
could entertain a deep, permanent grudge 
against the existing economic-political system. 

Thus the Oligopian households are defenders 
of the status quo. Docs it follow that Oligopia 
is the best of all possible worlds? We should 
have to come to some such conclusion if we 
found that the households as citizen-voters anJ 
as economizers were fully aware of their 
political and economic alternatives and had 
deliberately chosen by free, democratic voting 
to have what they have. But our questioning 
has elicited the fact that most of them are 
partially ignorant of the possible practical 
alternatives. They believe pretty much what 
they hear over the radio or read in newspapers 
and magazines. The firms which sponsor much 
of the advertising of products manage also with 
a good deal of subtlety to advertise the virtues 
of the laissez-faire political system. The adver¬ 
tisers of course never mention other firms’ prod- 
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ucts and mention only the virtues, real or 
imaginary, of their own. Other forms of polit¬ 
ical organization are not mentioned either; 
each product-advertizcr extols only the advan¬ 
tages (which we know are very considerable, 
to be sure) of hands-off, democratic govern¬ 
ment. It is true that there are several political 
parties in Oligopia and that on various matters 
there are differences of opinion among them. 
Insofar as there are such differences, the voters 
are presented with various points of view; and, 
because of this, many important facts are 
brought to light which help the voters to 
become aware of alternatives. This democratic 
pleading for households' political ballots also 
often results in canceling-out many extreme, 
narrowly selfish points of view. But as with 
firms* advertising of products to household 
consumers, not only are the partially ignorant 
household voters susceptible to the most force¬ 
ful or clever political advertising; there seems 
also not to be a full airing of political alterna¬ 
tives. "There arc just some things that one 
docs not mention," such as government regula¬ 
tion and control. All political parties are in 
favor of the general political status quo. The 
fact that collusion among firms might lead to 
a diminution of total want-satisfaction is 
never mentioned; and the vast majority of 
households, desiring the security of familiar 
things, never think of the possibility that 
government might prevent collusion. If they 
do not think of this, it is certain also that they 
do not think of the further possibility that 
government control might in time deprive 
them of many of their existing economic- 
political freedoms. 


Thus most Oligopian households, like most 
Monocompian ones, do not have the informa¬ 
tion necessary to make rational economic- 
political choices. They have not even weighed 
the utility against the cost of obtaining the 
necessary information. They just do not know 
or think much. In the absence of reasonably 
complete economic-political knowledge and of 
conscious weighing of all alternatives, the 
Oligopians cannot be said to have allocated 
their total social resources in such a way as to 
maximize their over-all want-satisfaction. 
Suppose we had heard household after house¬ 
hold say, "Yes, we know that, wealthy as we 
are, we could be still wealthier if the govern¬ 
ment stepped in and, along with a policy of 
keeping total spending at a high level, enforced 
the standards of pure competition among firms. 
We know that a wise and resolute government 
could eliminate significant under-utilization of 
resources and bring about nearly optimum 
allocation of resources. But on the basis of our 
studies we are fairly sure that no government 
could be so wise or resolute enough to achieve 
all this. We are also pretty certain that, even 
if the government were wise and resolute 
enough, we should not want to live in such a 
society, for the personal liberties we hold dear 
could not, we believe, endure under the amount 
of government control that would be neces¬ 
sary.” If we heard such statements and were 
convinced that they were based on adequate 
study and pondering, we could not but conclude 
that the Oligopians had maximized their want- 
satisfaction, given the conditions of their 
society. But we have made no such discoveries 
about this economy. 
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interested in Monopia because it contains 
elements important in modern real-world 
private-enterprise economies—such as mo¬ 
nopoly among railroads and other public 
utilities; monopsony among employers of 
labor; monopoly among households selling 
labor; and bilateral monopoly and bargaining 
between monopsonistic buyers and monopo¬ 
listic sellers of products or factor services. It 
should also be remembered that, although we 
find Monopia to be a whole economy of 
monopoly and monopsony, this condition does 
not hold for any real-world private-enterprise 
economy; therefore we consider monopoly and 
monopsony first from the partial-equilibrium 
standpoint, before dealing with them in 
terms of the economy-as-a-whole. 

To develop the welfare comparisons we wish 
to make, and to recognize the different condi¬ 
tions under which monopoly and monopsony 
may exist, we shall distinguish between early 
Monopia (where households were entirely 
atomistic in buying products and selling factor 
services) and latter-day Monopia (where, 
although still atomistic in buying products, 
households have combined into monopolistic 
unions for the sale of factor services). We also 
distinguish, in early Monopia, between simple 
and advanced technological conditions. And 
we distinguish, finally, between what we call 
simple and discriminating monopoly and 
monopsony. 

1. The Wants of the Households 

As consumers, the households of both early 
and latter day Monopia are, like the house¬ 
holds of our other economies, purely competi¬ 
tive economic atoms in the purchase of 
products. But, because they are partially 
ignorant and imperfectly mobile, they resemble 
the Monocompians and Oligopians rather than 
the Atomisians. The number of households in 
this economy is also about the same as in 

Atomisia. 

7- Resources and Technology 
a. The Resources 

As we enter Monopia, we see it under 
stationary conditions. The total population 
and the quantity of accumulated savings is 
about the same as in Atomisia. 


In the early period the households sell factor 
services atomistically, under the conditions 
of pure competition. In the later period they 
have organized unions for the sale of the 
services to each monopsonistic firm in each 
industry. In other words, our second stage 
involves the assumption of monopoly in the 
sale of the households’ resources. 

One may ask, why the households do not 
organize also as consumers to gain the same 
power unions give them as sellers. If they form 
unions to gain power in selling factor services 
to firm-monopsonists, why do they not also 
form consumer unions in order to make them¬ 
selves stronger in buying products from firm- 
monopolists? The answer is that the firms 
are integrated monopolists-monopsonists. With 
respect to the firms as integrated economic 
units, each in control of a particular industry, 
the households have but one problem—how 
to avoid being at the mercy of these power¬ 
ful units. The households have a dual role in 
facing the firms; they buy products and sell 
factor services. But the households are also 
integrated economic units; being successful 
in obtaining large money incomes may help 
them as consumers. Therefore, instead of 
dividing their organizational energies between 
production and consumption, the households 
concentrate on getting as much as possible out 
of their role in production. (We do not mean to 
imply that the households arc correct in their 
conclusions. Successful combatting of firms' 
monopsony through labor unions would still 
leave firms' monopoly in product-selling un¬ 
challenged and uncompensated-for.) 


b. Technology 

To facilitate our comparisons of Monopia 
with our other economies, we shall also 
consider two stages in the technology of pro¬ 
ducing goods: We assume first a relatively 
simple technology like that of Atomisia and 
Monocompia; and, second, a relatively ad- 
vanced technology like that of Oligopia. 

We find that there is very little advertising. 
1 he monopolies occasionally inform the house¬ 
holds about their products, somewhat in the 
manner of the bored, "sophisticated” clerk in 

«ke , ^M VenUe " CU$S " Sh °P S‘ vin 8 -he 
take-it-or-leave-it treatment to a lower-rniddle- 

c ass tourist from the country. But that is all. 
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To the extent that there is inter-industry 
competition for the households' custom, there 
is some advertising. But, because there is no 
intra-industry competition (there being only 
one firm in each industry), we find none of the 
lavish sales promotion of Oligopia or even of 
Monocompia. In short, the Monopian tech¬ 
nique of ad vertising-selling does not go greatly 
beyond the non-existent one of Atomisia. 

3- Organization for Making Economic De¬ 
cisions 

a. Central Methods of Economising 

(1) Relation of Government to Economising. 
The relation of government to economic 
activity in Monopia is the same as in the other 
economies—hands off. Government confines 
itself to protecting households and firms from 
coercions by other households and firms in 
making and performing contracts to buy, hold, 
or sell private property and services. The 
coercions from which government protects the 
citizens are those involving fraud and physical 
force. Purely economic coercions (such as 
charging consumers "all the traffic will bear") 
are not considered actionable. 

(2) Markets in Monopia. (a) The Early 
Period. In the period during which households 
are unorganized, monopoly is confined to the 
firms, which arc also monopsonistic. 

Let us compare the circumstances of mo¬ 
nopoly and monopsony among firms with the 
three conditions governing selling and buying 
by firms in our other economies. First, there 
are not many or even a few firms selling a given 
product, in a given industry market, but only 
one, firm-seller; he is the unno- poly. Similarly 
with respect to buying factor services in the 
industry, there is mono- psony, or one buyer. 
Second, the product of the one-firm industry, 
although of course homogeneous, in itself, is 
sharply different from the products of other 
industries. There are no close substitutes, as 
there were under monopolistic competition. 
As to buying factor services, the employ¬ 
ment conditions among the various indus¬ 
tries are sufficiently distinguishable to justify 
a similar conclusion: No firm's employment- 
term> are a close substitute for any other's, 
by nature of jobs, working conditions, or 
location. Third, entry into a given industry 


is ivholly closed. No other firm is able to make 
or imitate the product or employment condi¬ 
tions of the firm already in the industry. 

Under these conditions a Monopian firm 
differs from an Oligopian in that the former 
can disregard the reactions of rivals; there are 
no rivals. Atomisian and Monocompian firms 
also disregard rival firms' decisions, but for a 
different reason: There are a great many 
competitors, and each firm's decisions have a 
negligible effect on the decisions of any one 
competitor. 

Let us look a little more closely at the matter 
of entry. Why, if government stands ready to 
prohibit all but purely economic coercions, is 
one firm the exclusive producer of a product 
or buyer of a factor service? There is no fraud, 
violence, or political coercion. How does the 
single firm maintain its exclusiveness? It does 
so by one or more entirely legal devices. First, 
it may have exclusive contract-ownership or 
right of access to an important, necessary 
factor service, such as a key raw material like 
iron ore for making steel or bauxite for making 
aluminum. The firm may have bought or 
leased all the known sources of such a factor 
service. No other firm can make the product; it 
cannot obtain any units of the necessary factor 
service. Second, the firm may, by patent, have 
an exclusive right to make the product. No 
other firm can make the product until the 
patent has expired. Third, the monopolist may 
by patent have exclusive right to and control 
over the techniques of producing the product. 

The devices for establishing the monopoly- 
monopsony may have been (*) voluntary 
combination of former competing firms into 
one firm; (h) purchase of other firms by the 
dominant one; or (r) driving financially 
weaker firms out of business by a destructive 
price war. 

If we consider monopoly and monopsony 
under both relatively simple and advanced 
technology, then a monopolist or monopsonist 
in any given industry may, under relatively 
simple technology, be thought of as the 
counterpart of a whole Atomisian industry or 
group of firms. That is, we shall be comparing 
a Monopian monopolist with an Atomisian 
industry. And under an advanced technology, 
the monopolistic-monopsomstic firm in Mo¬ 
nopia may for purposes of comparison, be 
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considered the counterpart of a whole group of 
collusive firms in an Oligopian "industry’' 
where a homogeneous product is made. 

(b) The Later Period. In the period when 
households are unionized as sellers of factor 
services, there is household-monopoly in 
selling, as well as firm-monopsony in buying 
these services. Let us assume that households 
vote democratically within their organizations 
on what their collective policies are to be 
on employment conditions in the firms. By 
agreeing to "stick together" without defec¬ 
tion; by agreeing to have the president, 
executive board, or bargaining committee of 
the union act as sole spokesman for all house¬ 
holds in bargaining a contract of sale with a 
given firm-monopsonist; and by agreeing to 
"strike"—i.e., to withhold all services from a 
given firm if a contract of sale is not bargained 
that is acceptable to the spokesman, the 
households assume a group or collective posi¬ 
tion equivalent to that of the firm. (After all, 
firm-ownership also is a union of certain 
household-owners of equity savings.) In short, 
the united household-sellers of a factor service 
arc to be thought of as a monopolist. 

As we recall from our discussion of the 
barter economy in Chapter 8, when there is 
monopoly on the selling side of a market and 
monopsony on the buying side of the same 
market, we have a situation known among 
economists as bilateral monopoly; two "mono's" 
face each other. 

b. General Goals of Economising 

As in Oligopia, the "official" or idealized 
goal of economizing is that the households 
whose wants have priority are those which 
make the largest "contributions" to the 
production of the national income. Market 
advantage based on "productivity” is thus the 
principle of income distribution that receives 
lip service from the citizens. But as in Oligopia, 
the principle actually practiced is just plain 
market advantage—by whatever lawful mean* 
seem most suitable for the immediate market 
circumstances. 

B. The Economizing of Individual 
Households and Firms 
1* The Early Period of Complete Atomism 
among Households 


a. Household Economising 

Atomistic and purely competitive as buyers 
of products and sellers of factor services, 
Monopian households of the early period make 
their economic decisions on the same principles 
as in our other three economies. There is 
nothing new to be noted here. 

b. Firms' Economic Decisions 

Since advertising and product variation are 
so unimportant in Monopia, we may disregard 
them in all our discussions of firms' economiz¬ 
ing. We assume that AR-MR curves and 
ATC MC curves are not affected. 

(1) Under Simple Monopoly and Monopsony. 
By simple monopoly we mean that a particular 
firm sells a given output of its product at a 
uniform price to all households which, as 
indicated by the appropriate point on the 
product-demand curve, arc willing to buy 
this given output. In other words, the firm 
does not try to break up the whole market into 
separate ones or the whole product-demand 
curve into separate curves in order to charge 
different prices for the product in different 
markets and so to increase profits. Similarly, 
under simple monopsony there is no discrimi¬ 
nation in wage or interest rates paid to house¬ 
holds; one factor service price, as shown bv the 
appropriate point on the supply curve to the 
firm, prevails for all households. 

(a) Relatively Simple Technology. Let us first 
consider the case in which the Monopian firm 
is assumed to be equivalent to a whole 
Atomisian industry, as might occur if tech¬ 
nology were the same in Monopia as in 
Atomisia and if the profit-seeking activities 
of the group led them to combine into a 
single unit. 

It will be helpful to follow the same route 
we used in our Monocompian-firm study: We 
assume first, temporarily, that the Monopian 
firm sells as a monopolist, but we disregard 
the fact that it buys factor services under 
monopsony; this will show us, under partial- 
equilibrium analysis, the effects of monopoly 
on output through a comparison with purely 
competitive or Atomisian output. Then we 
temporarily disregard the firm's monopoly and 
concentrate on its monopsonistic purchase of 
factor services. This will tell us. under partial 
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CHART 

102 


Equilibrium Output oj Alo- 
nopian Firm 



analysis, how input is affected by monopsony; 
and we compare this result with the input of an 
Atomisian industry. Finally, we combine our 
effects and look at the Monopian firm as it 
actually is, a monopolist and a raonopsonist. 

(i) Equilibrium output under monopoly only. 
In this case the demand (AR) curve for the 
firm s product is identical with the group- 
household demand curve that faced a whole 
industry of purely competitive firms in 
Atomisia. Since it therefore represents a 
product for which there are no close substi¬ 
tutes, the AR curve facing the monopolist is 
less elastic than the one facing any single firm 
in our other economies. The AIR curve is also 
a correspondingly lower (Chart 102). 

As to the Monopian firm’s cost curves, if we 
temporarily disregard monopsony, we may 
assume that the supply curves of factor 
services are the same to the firm as to a whole 
Atomisian industry. Then, with an identical 
technique of production, we may say that the 
Monopian firm's marginal-cost (AIC) curve is 
identical with the Atomisian industry s prod¬ 
uct-supply curve. But the Monopian firm s AIC 
curve, like that of the Monocompian firm 
(page 528 ), is not a product-supply curve 
because, when the Monopian firm equates 


marginal revenue with marginal cost, it does 
not equate product-price (/4R) with mar¬ 
ginal cost. But this curve is the same as the 
sum of the individual modified Atomisian firms' 
AIC curves (the Atomisian industry’s product- 
supply curve) because the single Monopian 
firm is faced with the same factor-service sup¬ 
ply curves as the whole industry of Atomisian 
firms. 

The Monopian firm’s ATC curve is derived 
and determined in the same way as those of any 
other individual firm. 

Given the AR-MR curves and the MC-ATC 
curves, the firm reaches a profit-maximizing 
equilibrium as shown in Chart 102. Abnormal 
profits of an amount represented by the area 
CPEF are realized. 

It is sometimes thought that a monopolist 
has the power to sell whatever output he 
chooses at whatever price he chooses. The 
fallacy of this belief must be clear from Chart 
102. The output is set by the intersection of the 
MR and AICcurves. The product price is learned 
from the point on the AR curve vertically above 
the AIR-AIC intersection. The AIR curve is based 
on the demand ( AR ) curve, and the MC curve 
is marginal to the ATC curve. The demand 
curve is determined by the households' econ¬ 
omizing with respect to present consumption 
goods. The cost curves are determined by ( a ) 
the households' economizing with respect to 
selling factor services, which gives the factor- 
service supply curves; and (b) the monopo¬ 
list’s knowledge and use of the techniques of 
production. How many of these determinants 
of equilibrium arc subject to the monopolist's 
control? Clearly he is an economic dictator 
over none of them. He does exercise a decree 
of control much greater than that of an 
Atomisian firm. But the monopolist’s control 
is far from absolute or complete. He may set 
his output, but unless the AR curve is zero- 
elastic, he cannot fix any price he chooses; he 
must take the price dictated for that output 
by the AR curve, which is mainly a household 
matter. Or the monopolist may set his price, 
but unless the AR curve is infinitely elastic, 
he can sell only the output determined by the 
household's AIR curve. Under our assumed 
conditions the monopolist’s AR curve is never 
infinitely elastic or zero-elastic; it is always 
tipped. He can set and control his price or his 
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output, but never both. And if he is rationally 
to maximize his profits, he will relinquish 
direct or arbitrary control over either price or 
output. He will do his best with his techniques 
in order to reduce costs, and then he will 
choose the price and the output determined by 
the equating of marginal revenue and marginal 
cost. 

Now let us compare—under partial-e qui- 
libriura conditions—the Atomisian product- 
price and output with the Monopian price and 
output for the same product. Consider Chart 
103. The household demand curve is repre¬ 
sented by the line marked D\ this curve also 
represents the Monopian firm’s AR curve. The 
firm's marginal revenue curve is represented 
by the curve AIK. The curve A1C represents 
both the Monopian firm's A1C curve and the 
product-supply curve of the Atomisian in¬ 
dustry. Now in Atomisia the price and output 
of the product would be determined by the 
intersection of the product-supply curve and 
the household demand curve; there would be 
price OPi and output ON,. But the Monopian 
firm equates marginal rather than average 
revenue to its AfC curve. Therefore under mo¬ 
nopoly the output is represented by 0N 2 , a 
smaller output than the Atomisian one. And 
the price N 2 £ - 0P 2 , which is found by ex¬ 
tending the perpendicular up from equilibrium 
point K to the AR curve at point £, is shown 
as higher in Monopia than in Atomisia. 

(ii) Equilibrium input under monopsony , with 
disregard of monopoly. If we now reverse our 
assumptions, we have the situation depicted 
in Chart 104. Here the Monopian firm is faced 
with a labor-supply curve AO identical with 
that facing a whole industry of Atomisian 
firms. This AO curve, and its accompanying 
A10 curve, is less elastic than any factor- 
service supply curve facing an individual firm 
in any of the economies thus far studied. We 
assume that the group-firm demand curve of 
the Atomisian industry, which is the sum of 
the individual firms’ modified MRP curves (sec 
Chapter 19), is identical with the monopsonist's 
MRP curve. Then the Monopian firm's equi¬ 
librium input is determined, as usual, by the 
intersection of the MO and MRP curves, with 
abnormal profits F^GRS being realized at input 
0A1, and wage rate OFi. This input and wage 
rate are lower than the output 0A1 2 and wage 
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rate 0P 2 , which would exist under Atomisian 
conditions by the intersection of the labor- 
supply curve AO with the group-1 abor^lemand 
curve A1RP at point D. 
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(iii) Equilibrium under monopoly-monopsony. If 
now we admit monopoly and monopsony at 
the same time, we obtain results for the equi¬ 
librium output and the equilibrium input of 
the Monopian firm which are similar to but 
more impressive than those obtained in our 
partial-equilibrium study of the Monocompian 
firm. With respect to output, the existence of 
monopsony in the purchase of factor services 
will raise leftward the firm's AIC curve shown 
in Charts 102 and 105, thus reducing output 
(because of an intersection with the AIR curve 
to the left of K in Chart 102) and raising the 
product price (by the same process). The com¬ 
parison with the Atomisian industry becomes 
even less favorable for the Monopian firm. 

With respect to input, the existence of 
product monopoly lowers leftward the firm's 
AIR? curve shown in Chart 104, thus reducing 
input and wage rate and worsening our ap¬ 
praisal of the firm as we compare it with the 
Atomisian industry. 

(b) Under Advanced Technology. Now let us 
assume that the Monopian firm produces its 
product and employs factor services under a 
technology identical with that found among 
a group of Oligopian firms making a homo¬ 
geneous product. In other words one firm now 
controls financially, under a single ownership, 
a small group of Oligopian plants. Then the 
demand curve for its product is identical with 
that facing the Oligopian group, and its AIC 
curve may be assumed the same as the sum of 
the modified individual Oligopian AIC curves 
(which when considered as a group of course 
lose any discontinuities). 

The purpose of our present analysis, how¬ 
ever, is not to compare the Monopian firm's 
output and product price with the group 
Oligopian output and product price. (The two 
prices and outputs might well be identical; 
see page 554.) We wish to compare—from the 
partial-equilibrium standpoint— the advanced- 
technique Monopian firm's real price and out¬ 
put with those of an Atomisian industry pro¬ 
ducing the same product with a relatively 
simple technique. It is clear that, as we said 
of Oligopia, the Monopian firm’s real AIC curve 
wi! ! ' .• much lower and much to the right of 
the misian group s (real) product supply- 
curve. iven identical demand curves in both 
ecouomLs, the Monopian output will exceed 


the Atomisian one and the real product price 
will be lower, even though the Monopian 
firm equates AIR rather than AR with AIC. 

Nevertheless, the Monopian price will be 
higher and the output lower than it would be 
if, in disregard of the profit-maximizing princi¬ 
ple, it equated product-price (AR) rather than 
AIR with AIC. In other words, an application 
of the Atomisian procedure would give the 
advanced Monopian technology its full ad¬ 
vantage over the Atomisian technology. 

The same conclusion, which the student 
should work out for himself, applies to factor- 
service inputs. 

(c) Effect of Changes in the Basic Determinants. 
Changes in the determinants of the AR-MR 
curves, representing the group-household de¬ 
mand schedule for the firm-industry's product, 
and in the determinants of the ATC-MC curves, 
representing the techniques of production and 
the group-household supply schedule of the 
factor services, present no special problems as 
they did in Oligopia. The shifts in the AR-MR 
curves or in the ATC-MC curves following 
changes in the determinants of equilibrium 
have straightforward and simple effects on 
output. Let the student show what changes in 
equilibrium output result from changes in the 
determinants. 

We saw in Chapter 27 that there was a large 
amount of price and output rigidity among 
Oligopian firms. Is the same thing true of a 
monopolist in the economy now being studied? 
To answer this question we have again to 
distinguish the two stages of technology. In 
the case where a Monopian firm is the equiva¬ 
lent of a whole Atomisian industry, the AIC 
curve of the firm is relatively steep or inelastic 
in the relevant portions (see Chart 105A). 
This is because, under simple technology, 
decreasing returns (increasing costs) set in at 
an early stage. There are not many significant 
economies of "scale"; on the contrary, there 
are diseconomies. Here a shift in the product- 
demand curve—say an increase in demand- 
produces a much greater change in price than 
in output. But this is essentially the same 
thing that happens in an entire Atomisian in- 

dustry. . 

In the case where a Monopian hrm is tne 
equivalent of a whole Oligopian industry (the 
case of advanced technology), the relevant 
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part of the firm’s MC curve may be fiartish, 
perhaps gently rising, but usually falling be¬ 
cause of the so-called economies of large-scale 
production. Here a shift in the AR curve results 
in little change in product-price and a rela¬ 
tively large change in output. See Chart 105B. 

(2) Discriminating Monopoly and Monopsony. 
(a) Nature of Discrimination. A monopolist who 
practices discrimination charges different prices 
for the same product in different markets, and 
the price differences are based not merely on 
differences in transportation or other costs but 
on differences in the demand conditions among 
the markets. We find, actually, that many 
Monopian firms charge and receive different 
prices for different portions of the total out¬ 
put when they sell to different groups of 
households. For example, a chain haber¬ 
dashery may sell identical neckties or half- 
hose or gloves at one price in its shop in 
the "carriage-trade” section and at a con¬ 
siderably lower price in less swank loca¬ 
tions, even though there be no difference in 
costs. The railroads charge each class of ship¬ 
pers "what the traffic will bear”; the firms 
shipping commodities which have a high value 
per pound and per cubic foot (e.g., hosiery) 
pay high freight rates compared to the firms 
shipping products with a relatively low unit 
value (e.g., coal and wheat). Surgeons grade 
their fees relative to the incomes of patients. 
And so on. 

Now it must be understood at once that this 
practice can be successful only if the identical 
units of the product are sold in separate, un¬ 
connected markets or only if within a given 
market there are such imperfections (igno¬ 
rance and lack of communication) that different 
household-buyers are not in touch with each 
other (so that in effect there are separate 
markets). Suppose that a retail chain firm 
sold a necktie for $4 on Fifth Avenue and for 
$2.50 on Seventh Avenue. If Household A 
bought at the first shop and Household D at 
the second, and if D knew A and knew what 
was happening, B could (on the assumption 
that the marginal utility of neckties to A was 
sufficiently high) re-sell his new tie to A for 
something between $2.50 and $4. Conversely, 
>f A knew about the less expensive shop, he 
would surely prefer to save $1.50 on his pur¬ 
chase (unless of course the marginal utility 
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of a Fifth Avenue label to him was high 
enough to support this differential). 

Assuming economic rationality, perfect 
knowledge of goods and prices, and perfect, 
free mobility among households, we see that 
price discrimination cannot exist. But assum¬ 
ing some ignorance and lack of mobility— 
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as we have been doing for Monopia—we see 
chat price discrimination may be possible. 

We have just said that price discrimination 
"may’' be possible. But it will not actually be 
possible unless, at any one time under con¬ 
sideration, the marginal utilities of the product 
are different for different groups of buyers. 
That is, in order for price discrimination to be 
possible, there is a second requirement: The 
elasticities of the demand (.-IK) curves of the 
different groups of individuals must be dif¬ 
ferent. (We shall see in a moment why this is 
so.) Now, as we know from our study of the 
derivation of the group-household demand in 
Chapter 12, it is entirely likely chat one house¬ 
hold or group of households should rate a 
given product more highly than another house¬ 
hold or group. At any one time, for the amount 
of the product that they buy, certain house¬ 
holds would be willing to pay more than they 
have to as a result of the intersection of the 
total demand curve with the total supply curve. 
Such households may be said to be receiving 
a sort of economic rent, sometimes called 
consumers' surplus. It i> the aim of the monopo¬ 
list to tap some of this rent or surplus by a 
discriminating price policy. 

Thus we see what the requirements for 
product-price discrimination arc. Now if price 
discrimination is possible in Monopia, it is 
also very probable, because firms wish to 
maximize their profits; and, as we shall see, 
discrimination usually provides higher profits. 

With discriminating monopsony, the same 
sort of conditions prevail. The firm manages 
to obtain separate supply curves of a factor 
service like labor in separate markets; and, 
although there is no difference in the firm's 
MRP curves for the service from the different 
markets, the differences in the elasticities of 
the supply curves enable the firm to pay dif¬ 
ferent prices (wage rates). Thus there may be 
entirely different wage rates paid to women 
workers and to male workers doing exactly 
the same work. 

In the analysis below we shall attempt to 
discover the following things: ( a ) how the 
prices of the product or factor service are de¬ 
termined for the different markets; b) whether 
these prices are lower or higher than the simple 
monopoly or monopsony price; (c) how total 
output and input is determined and divided 


among the different markets; ( ef) whether this 
total output or input is greater, less, or the 
same as the output under simple monopoly or 
monopsony; and (e) whether the abnormal 
profit under discriminating monopoly or 
monopsony is greater, less than, or the same as 
that under simple monopoly or monopsony. In 
none of this discussion shall we need to distin¬ 
guish between simple and advanced technology. 

(b) Determination of the Product Price and 
Output, (i) The profit-maximizing principles. Let 
us assume that there are two markets, A and B. 
In market A the demand curve for the product 
has different elasticities from those of the curve 
for market B. In Chart 106A the demand curve 
for the product in market A is represented by 
the curve AR,„ and the demand curve for the 
product in market B is represented by the 
curve AR h . The latter curve (in spite of its 
flatter appearance) is for any given price such 
as OB less elastic than curve AR a , as may be 
proved by an application of the measurement 
method described in Chapter 12. In the same 
chart is a third curve AR,; this curve is a 
horizontal summing of the AR curves for the 
two markets and represents the total quantity 
that households in both markets stand ready 
to buy at each price if the same price were 
set by the firm in each market. Thus, at price 
OB the quantity BC will be bought in market 
A and the quantity BD will be bought in 
market B. The sum of BC and BD is BE on 
the total demand curve. This is true of all 
points on the AR, curve. It should be noted 
that the AR, curve is identical with the /fR* 
curve for the distance GA at the top. This is 
so because no households in market A begin 
to buy until the prices go below OF. It should 
be noted further that this total AR curve is 
the same as the AR curve of the firm would 
be if it sold its product under the conditions 
of simple monopoly. 

The AIR curves to the two market demand 
(AR) curves are shown in Chart 106B as AIR, 
and AfRfc. We may sum these two curves 
horizontally to obtain a total marginal reve¬ 
nue curve, which is labeled AIR,. This curve 
represents the quantity that can be sold in both 
markets at each amount of marginal revenue 
if the same marginal revenue exists in each 
market. Thus, at marginal revenue OH the 
total quantity HJ can be sold. It should be 
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CHART AR and AIR Curves under Price Discrimination 





noted very carefully that the AIR, curve is 
not marginal to the AR, curve of Chart 106A. 
This fact is brought out clearly by the way we 
have set up the demand conditions in this 
hypothetical case. Because one of the demand 
curves leaves the Y axis below the other, the 
AR,curve is a demand curve kinked at point A; 
and its own marginal curve must be a dis¬ 
continuous one, like the AIR curves of all 
kinked AR curves. The MR, curve of Chart 
106B is only what it was said to be—the 
horizontal sum of the two market AIR curves. 
The curve marginal to the AR, curve is one 
like GVWK of Chart 107. (The AIR, curve of 
Chart 106B, which is the same as the AIR, 
curve GTWK of Chart 107, it marginal, to an 
average-revenue curve not shown in Charts 
106B or 107. This latter AR curve is the 
average-revenue curve of the discriminating, as 
contrasted with the simple, monopolist. The 
simple monopolist’s AR curve is, as already 
stated, the AR, curve of Chart 106. We shall 
not concern ourselves with the discriminating 
monopolist’s AR curve.) 

When we put Charts 106A and B together, 
We get the AR and AIR curves shown in 
Chart 107. In this Chart we see the respective 



AR and AIR curves crossed by the firm’s 
marginal-cost curve. The only significant inter¬ 
section of the AICcurve is at point K, where the 
AiC curve cuts the AIR, curve. This intersection 
sets the total output ON, of the discriminating 
Monopian firm; it is indicated as usual by the 
perpendicular from K to the X axis. Next we 
draw another perpendicular from K toward 
the Y axis, stopping on the MR 0 curve at 
point E. From point E we draw a perpendicular 
down to the X axis, marking the output 0N„ 
in market A; Then we extend the perpendicular 
up to the AR a curve at point C; this indicates 
the output sold in market A at price N 0 C or 
0P«. Now we turn to market D. The perpen¬ 
dicular toward the Y axis from point K cuts 
the MR b curve at point F. A perpendicular 
from this point to the X axis gives us output 
0,\\; and an extension of this perpendicular to 
the average-revenue curve AR h of this market 
gives us at point D the price for market D, 
which is N b D or OP*; this price is considerably 
higher than the price 0P a for market A. 

Note carefully that for these outputs the 
marginal revenue to the firm is the same in 
each market. This is shown by the fact that 
N a E and N*F are equidistant from the 
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Price and Output Determination jor a Discriminating Monopian Firm 



X axis. That is, for output 0N a the firm gets 
a marginal revenue N„£ from its MR curve for 
market A which is equal to the marginal 
revenue N*/ ; that comes from its MR curve 
for market B at output ON*. The Chart thus 
illustrates the principle used by the discrimi¬ 
nating monopolist to maximize his profits: 
Produce a total output dictated by equating 
total marginal revenue with marginal cost. 
Then allocate this total output among and 
set prices in the different separate markets 
in such a way that the marginal revenue from 
each market is the same. If the marginal reve¬ 
nue from one market is greater than from 
another, the firm can always increase its profits 
by shifting sales from the lower AfR-market 
to the higher one; the gain in over-all revenue 
by moving to the latter will exceed the loss 
from reducing sales in the former. 

How are the profits of the firm calculated? 
Without having the average-total-cost-curve 
and the over-all average-revenue curve of the 
discriminating firm shown in Chart 107, we 
must use the marginal approach to total reve¬ 


nue and total costs (recall Chapter 14, pages 
283-285). Total revenue is represented by the 
area under the MRT curve from the Y axis 
over and down to point R, then vertically 
down to the X axis—the area OCTKN,. Total 
costs are represented by the area under the 
marginal-cost curve from the Y axis over to 
K, then vertically down to the X axis—the 
area ORQKN,. The first area minus the second 
gives total abnormal profits of GTKQR. 

(ii) Prices, out puts, and profits in discriminating 
vs. simple monopoly. From the firm s standpoint 
we are concerned with knowing whether the 
firm makes higher profits by practicing price 
discrimination than it would make by selling 
its product as a simple monopolist. It is not 
enough to know whether discrimination is 
possible; we should know whether, from the 
firm s standpoint, it is desirable. From the 
social standpoint we also are very much in¬ 
terested in whether prices and output are 
higher, lower, or the same as under simple 

monopoly. . . . ,• 

The answer to the profits question is implicit 
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in our previous discussion. Given the possi¬ 
bility of discrimination, the Monopian firm 
would be economically foolish not to use it, 
for without discrimination it does not equalize 
marginal revenues from the two or more 
markets. And unless the firm does equalize 
these AIR's, it fails to maximize profits. 
Therefore product-price discrimination gives 
the firm greater profits than if it behaved as a 
simple monopolist. 

Second, with respect to the product prices 
under discriminating monopoly as compared 
with the price under simple monopoly: Given 
the possibility and the fact of product-price 
discrimination (with an important exception 
to be noted later), (*) the price in the less 
elastic of two markets will be higher than a 
simple-monopoly price the same for both 
markets; and (£) the price in the more elastic 
market will be lower than the simple-mo¬ 
nopoly price. Thus we see in Chart 107 that 
the simple-monopoly price OP, (found by 
extending the perpendicular from K to the 
AR, curve and then over to the Y axis) is 
lower than the discriminating price 0P b in 
the market of less elastic demand (market R) 
and is higher than price 0P„ in the more clastic 
market A. 

The reasoning behind this graphic illustra¬ 
tion is this: The higher price is charged in 
the less elastic market because it pays the firm 
to shift output to the more elastic one. Under 
simple monopoly the price (at point L for the 
more elastic market A, and at point H for the 
less elastic market fl) is the same for the two 
markets. But the marginal revenue in the more 
elastic market A is higher at point J than the 
MR for the less clastic market at point /, for 
the respective simple-monopoly sales P,L and 
P,H. We know that the higher the elasticity 
of an AR curve at a given price, the higher 
the accompanying MR. It pays the firm, as 
already shown, to equalize these MR's by 
shifting sales to the higher MR market A. 
But this shifting inevitably lowers the price 
in A and raises it in D. 

Third, total output under discriminating 
monopoly by a given firm may be the same, 
greater, or less than under simple monopoly. 
In the case portrayed in Chart 107—where both 
markets' demand curves are shown as straight 
lines the total output for each kind of mo¬ 


nopoly is the same. But under other conditions 
most of which seem too complicated to ex¬ 
plain and illustrate in a book such as this, the 
monopolist who discriminates may find him¬ 
self either expanding or contracting total pro¬ 
duction and sales when he changes over from 
his simple-monopoly practices. In most cases 
an increase in output is to be expected. 

One matter may be noted here which has to 
do with prices as well as output: Where the 
demand conditions in the several markets arc- 
such as to cause a considerable increase in out¬ 
put and where the firm is producing under con¬ 
ditions of decreasing cost (its AfC curve is a 
falling one because of internal economies of 
large scale production), it may be that the 
product prices will be lower than the simple- 
monopoly price in all the markets in which 
discrimination is practiced. 

(c) Discrimination in the Firm's Purchase of 
Factor Services. The typical Monopian firm is, as 
we know, a monopsonist as well as a monopo¬ 
list. If the firm can practice price discrimination 
in selling its product to households, the ques¬ 
tion arises. Can it practice wage-rate and 
interest-rate discrimination in buying its 
factor services? 

The answer is "yes," and the same general 
principles apply to this sort of discrimination. 
Factor-service price discrimination is possible 
to the extent that, because of ignorance or 
other reasons for immobility, the household- 
sellers can be separated into sub-markets and 
to the extent that the factor-scrvice-supply 
(AO) curves in the separate markets have 
different elasticities. Discrimination is desirable 
for the firm if it increases the firm’s profits— 
and it does. In general, just as the firm can 
milk the economic surpluses from different 
separate groups or classes of household- 
consumers, so can it try to appropriate the 
economic surpluses from different, separate 
groups or classes of household-sellers of the 
same grade or kind of factor service. Take the 
labor market of the monopsonistic firm, for 
example: The firm under simple monopsony 
is paying a certain wage rate (say $1.50 per 
hour) for a certain input of labor-hours (say 
80,000 per day). At this wage rate a certain 
number (or percentage) of these 80,000 hours 
are only ,usc available to the firm; the house¬ 
holds are just induced to sell them to the firm 



586 


THREE LARGE PRIVATE-ENTERPRISE ECONOMIES WITH SOME MONOPOLY 


at $1.50 per hour. This is true in varying 
degree of some of the labor hours that woulJ 
be offered at successively lower wage rates; 
at each wage rate there are marginal hours. 
Yet the hours that would be offered at lower 
wage rates are all being compensated with the 
same amount—$1.50 per hour. All hours but 
those marginal at a $1.50 wage rate are receiv¬ 
ing more than enough to keep them with the 
firm. Now the difference between the going 
wage rate of $1.50 and the minimum necessary 
to keep the non-marginal hours from being 
withdrawn from the firm is economic surplus 
or rent for each household in the group. It is 
this amount that the firm tries to tap by a dis¬ 
criminatory wage rate policy. 

Now what are the characteristics of the 
households in the group who offer most hours 
at the lower rates? Generally the most ignorant, 
the most needy, and the poorest households 
arc willing to work at such rates. The less 
needy households have better alternatives. 

To the extent that the firm is able to pay 
different rates to different households or 
groups of households, and to the extent that 
the elasticities of the various groups’ AO 
curves arc different, we find factor-service 
price discrimination; and wc find that the 
price is lower than the simple monopsony price 
for the more ignorant and needy households 
(who have the less clastic AO curve) and 
higher than this price for the less ignorant and 
needy households (who have the more clastic 
AO curve). Under discrimination the firm’s in¬ 
put of the factor service may be greater or less 
than or the same as under simple monopsony. 

Actually, this sort of price discrimination is 
not very common in Monopia. For, as in the 
real world, particularly with labor, the firm 
runs into trouble when it tries to practice 
discrimination within a single plant. Unlike 
household-consumers, the household-sellers of 
labor all have one or more representatives, 
namely the workers from the household, right 
on the premises of the firm. These workers can 
communicate with each other. They learn 
what each other’s wage rate is. They resent 
discrimination. St) the firm faces poor morale, 
inefficiency, and high unit labor costs if it 
tries to discriminate within a given plant. The 
only kind of discrimination that the firm can 
really practice successfully is between women 


workers and men. This does not seem to be 
resented by the male workers who are paid the 
higher rate and who are in the majority. The 
women do not like it, but most are from needy 
households, do not think of themselves as 
‘’career’’ workers, and so keep quiet. 

To the extent that a firm has a number of 
plants in separate labor markets (and this is 
the usual thing in Monopia), it can much more 
successfully pay different prices for a given 
factor service, as among plants. In this case, 
however, the discrimination depends not only 
upon the differences in need among households 
but also on opportunities for alternative 
employment. The wage rate will almost always 
be higher in a metropolitan community than 
in a small, isolated one. 


2. The Later Period of Unionism among 
Households 


Save for two things—the much less elastic 
product-demand and factor-service supply 
curves (due to closed entry and lack of close 
substitutes); and the absence of significant 
sales-promotion practices—our analysis of 
the Monopian firm has thus far not differed a 
great deal from that of the Monocompian 
firm. True, wc have studied price discrimi¬ 
nation for the first time in this economy. But 
this was mostly a matter of pedagogical 
convenience, for price discrimination is pos¬ 
sible in a Monocompia and likely (under 
collusive direction) in an Oligopia. It is also 
true that abnormal profits ("abnormal as 
compared with the competitive level) can 
persist indefinitely for a Monopian firm, 
whereas because of free entry there was a 
tendency toward only normal profits in 
Monocompia. But the principles of profit- 
maximization are the same for firms in both 


conomies. 

The main thing that distinguishes Monopia 
•on. any other large, private-enterprise econ- 
my thus far studied is the existence (during 
tie later period) of monopoly-unionism among 
he households. This fact introduces a new 
lement, one to whose characteristics we were 
produced during our survey of Barterland 
ut which we have not yet encountered in a 
irge multi-unit society-the element of 
iUmsI momfily. °' monopoly in selling 
ersus monopsony in buying a factor service. 
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a. The Economising of Households 

The Monopian factor service which is sold 
by households organized in unions is labor. 
We find one labor union in each industry 
controlled by a firm selling its product as a 
monopolist and buying its labor as a monop- 
sonist. In latter-day Monopia the households 
still economize as purely competitive atoms in 
their purchase of consumption goods. They 
also economize as purely competitive atoms in 
selling the services of savings. 1 But as sellers of 
labor-hours the Monopians feel that they gain 
by organizing. 

(1) The Assumptions. The existence of labor 
unionism complicates our understanding of 
households' economizing on the decision 
between leisure and income. The group supply 
curve of labor to a particular industry is now 
not just a matter of (1) finding each house¬ 
hold’s individual supply curve (based on it* 
general leisure-income decision and its com¬ 
parison of various industries); and (2) adding 
the individual schedules together. The labor is 
now marketed collectively or cooperatively by 
one or more officials who represent the house¬ 
holds in dealing with a monopsony-industry. 
In real life it is likely that the labor-hours 
supply curve of the union is significantly 
different from the purely competitive one for a 
number of reasons: the existence of a set of 
officers and bargainers and of a rank-and-file 
within the union; the fact that many workers 
may be lukewarm about or antagonistic to 
unions for non-economic reasons; the fact that 
there are often cliques and factions within 
unions; and the fact that, whether or not the 
above things exist, many union decisions arc 
based on non-economic as well as economic 
considerations. But for Monopia, in order that 
we may get to the economic meat of the 
problem, we shall abstract from reality by 

1 The reasons why there arc no unions for the lending of 
savings arc the same in Monopia as in the real world: 
(*») Because of the very inequal distribution of income, the 
number of savers is relatively small, and each saving house¬ 
hold feels relatively well off and able to lend saving, with¬ 
out much disadvantage to a given monopsonist. (?) Fluid 
loan funds are not distinguished as to industry. A saver 
may be connected with one industry today and with another 
next month, (r) Saving households arc thus not bound 
cogether by common backgrounds and problems under 
one firm s roof or even in one industry. 

For these reasons savers would be just as hard to organize 
and maintain in unions as household-consumers. 


making certain assumptions: (1) The house¬ 
hold members of unions anJ the unions as 
entities behave in a rational economic manner, 
given the amount of their knowledge; that is, 
they seek the point of maximum economic ad¬ 
vantage for all the members in an enlightened 
manner. As with the individual atomistic 
household, we make this assumption because, 
as in all our model economics, we wish to learn 
how individuals and groups must behave if they 
arc to maximize economic utility; because we 
then can compare actual with ideal behavior; 
and because through such a comparison, and 
with full recognition of the importance of cer¬ 
tain non-cconomic matters, we may better make 
adequate appraisals in terms of social welfare. 
(2) All Monopian household workers belong 
to unions because, as will be shown, they can 
always better themselves economically by so 
doing, given the single-minded goal of attain¬ 
ing economic betterment. (3) The unions arc 
operated with complete democracy. All house¬ 
holds’ workers are free to join or get out of any 
union. Political power is atomized within each 
union. That is, there arc no factions or cliques; 
officers are chosen in free elections; and there 
arc such checks and balances that the officers 
can be easily and quickly deposed and replaced 
if their actions are insensitive to the wishes of 
the rank and file. 

With these assumptions we may say that the 
objective of a Monopian labor union is to 
maximize the utility of all its members. 
Whether or not it succeeds in doing so is 
something that cannot Ik* told until the results 
of its dealings with the monopsonistic em¬ 
ployer are known. But it tries to do so; and its 
first step is to decide (set up a group indifference 
map reflecting) the members’ preferences 
between leisure and income. This is done in 
practice by the union officialdom, which is the 

father” of the union "household,” but much 
more subject to control than the "old man” 
of any individual household. For a single 
household the drawing of an indifference map 
(the deciding of preferences) for all the 
members is not too difficult because of the 
close blood kinship and common surroundings 
of the small group. For a union of thousands 
of members unrelated by blood ties and with 
somewhat various backgrounds the task is 
much harder. But here again we shall simplify 
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CHART 

108 


The Union's Indifference Map 
and "Supply ” Carve 



the problem by assuming that the various 
members’ scales of preferences between leisure 
and income and among the |ob opportunities 
offered by various industries are not signifi¬ 
cantly different from each other. We shall also 
assume that the number of work-hours 
resulting from bargaining with the employer 
is divided evenly among the members; this 
assumption avoids the complications that 
exist when a particular high wage rate results 
in some unemployment among union members. 

(2) The luJiJJerenct Map. Then we have a 
single group household or union indifference 
map, such as the one shown by the curved 
lines in Chart 108. The positions of these 
curves are different from those in any other 
indifference map thus far presented in this 
book, and we must carefully understand what 
they represent. All our previous curves were 
convex to 0 and downward sloping from left 
to right because they showed an economic 
unit's (household's or firm's) preferences 
between two alternative economic goods as 
the quantity of one decreased and the quantity 
of the other increased; they showed how many 
units of the one good the household or firm was 
willing to give up. at a maximum, in order to 
obtain one more unit of the other good. T e 


indifference curves of Chart 108 (/„, /i, etc.) 
are convex to the X axis and upward rising 
from left to right. This is because the two 
goods on the Y and X axes, respectively, are 
not alternatives, one of which must be given 
up as more of the other is obtained. These two 
goods move together; the greater the number 
of weekly hours, the higher the amount of 
weekly earnings at any wage rate per hour. 

But this indifference map does have one trait 
in common with our others. For each curve 
there is a constant "third dimension” of total 
utility; the combinations of earnings and 
hours at all the points on a given curve pro¬ 
vide the same total satisfaction in the union’s 
group mind. (This utility amount is a net one, 
as will be shown.) Furthermore, the farther a 
curve is from the X axis, the greater the total 
utility it represents; successively higher curves 
represent successively higher total utility. 

Since curve /. begins at 0, the point of 
origin, where no work is offered and no earn¬ 
ings are received, any other point on this 
curve may be interpreted as follows: The 
amount of weekly earnings and the number of 
labor hours necessary to produce those earn¬ 
ings at that point provide the same total net 
utility or satisfaction as is obtained by receiv¬ 
ing no earnings and doing no work. (Wc say 
•'net'* total utility because earnings provide 
utility and labor hours represent a disutility 
or cost.) The curve /. begins on the Y axis at 
point Y|. Here the total utility is as though 
some income is received even though no work 
is done. Then any point on /, may be said to 
show the same total net utility from the 
designated amounts of earnings and work as 
if the union members did not work am 
received 0Y, income. 

O) The "Outlay Map. Our previous outla> 
maps, composed of straight or concave line, 
sloping downward from left to right, show 
two things: (,.) The successive curves repre¬ 
sented successive assumed amounts of a th ru 
dimension, " the successive assumed total 
resources to be allocated between two alterna 
tive goods, (4) The slopes o a 
represented a ratio of marginal outlays on he 
two goods and showed how many un. s of lK 
one good bad to be given up in order to obtain 
one more uni. of the other. Any curve on our 
present outlay map (illustrated by the straigh 
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lines W ot W , etc.) also shows a ratio between 
increments of the two goods. Since the quanti¬ 
ties of the two goods increase proportionately 
throughout the curve, this ratio of weekly 
earnings over hours of work is a constant one. 
It represents a constant wage rate per hour 
throughout the length of the curve. Instead of 
showing how many units of the one good must 
be given up to get one more unit of the other, 
it shows, as we move along it, how many units 
of the one can be obtained when one more unit 
of the other is obtained. 

(4) The Union's Labor-"Supply" Curve. Given 
the union indifference map and the outlay 
map, the union's supply curve of labor hours 
to the firm in its industry may be derived 
by our usual technique of finding the successive 
points (//o, Hi, etc.) at which outlay curves 
are tangent to indifference curves. This "sup¬ 
ply" curve is designated by the dashed line in 
Chart 108. We quote the word supply for two 
reasons: (a') The dashed curve is not a price- 
quantity curve like our previous ones. It docs 
not have the wage rate on one axis and the 
number of labor hours on the other. ( b ) And 
it does not, except under our simplifying as- 
. sumption, have the same meaning as a similar 
curve derived by summing the amounts of 
labor that would be offered at each wage rate 
by atomistic households. 

The first step in analyzing the union's 
economizing, then, is the derivation of this 
"supply” curve. Before we can deal further 
with the union's economic behavior, we must 
consider how the monopsonistic employer 
derives his "demand" curve for labor hours. 

b. The Economising of the Monopsomst 

We may illustrate the derivation of the mon- 
opsonist's "demand" curve also by the use of 
an indifference map and an outlay map. The 
outlay map, as illustrated in Chart 109, has in 
general the same meaning as the one in Chart 
108, except that we must think of the dollars 
represented on the Y axis as employer outlays 
or expenditures on labor rather than as earn¬ 
ings of union members. The indifference curves 
are concave to the X axis. Like those con¬ 
sidered in Chapter 18, their slopes represent 
the conditions of technology and of demand 
for the firm's product. Each curve has a 
constant "third dimension" of total net 


revenue product—"net" because total labor 
and other outlays must be subtracted from the 
total revenue. The curve that begins at 0 may 
be interpreted as follows: At point 0 no labor 
is hired and no labor outlays are made; and 
any other point on this curve shows a total 
employment of labor hours and a total outlay 
on labor which leaves the firm no better and 
no worse off in terms of net revenue than if it 
hired no labor at all, i.c., than if it shut down. 
The successively higher curves begin farther 
out on the X axis and represent successively 
higher amounts of net revenue product. Any 
point on the curve h, for example, represents a 
labor outlay and employment which would 
yield the same net revenue as that which the 
firm would obtain if it made no labor outlay 
at all and still got OX t hours of labor. 

By superimposing the outlay map upon the 
indifference map we obtain various points of 
tangcncy (c.g., H t and H : ). At these points the 
outlays that the firm must make in order to 
obtain the designated quantities of labor hours 
are |ust equal to those that the firm is willing 
to make at the given wage rates (It 7 .,, lV it etc.). 
By joining the tangcncy points we obtain the 
monopsonist's "demand" curve for labor. This 
dashed line is not a price-quantity curve, but it 




The Monopsonist's Indiffer¬ 
ence Map and " Demand” 
Curve 
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does show the quantities of labor hours per 
week that the firm is willing to hire for 
different total weekly outlays and hence at 
different wage rates. 

C. The Determination of the Wage Rate and the 

Quantity Hired 

We come now to the heart of the problem 
of bilateral monopoly—the actual determina¬ 
tion of the wage rate or labor price by a process 
of bargaining between the union-monopolist 
and the lirm-monopsonist. The analysis here is 
closely related to our discussion of barter price 
in Chapter 8, but we may carry it further. The 
solution to the problem is, as in Barterland, 
not precisely determinate from the available 
data. The wage rate set will depend on the rela¬ 
tive bargaining strengths and skills of the two 
parties, and we are unable to measure ac¬ 
curately some of the elements that enter into 
the contest. The best we can do is to indicate 
precisely the limits within which the wage 
rate will be set and then to indicate in general 
terms some of the important bargaining 
factors. 

In doing this we must distinguish two main 
cases, each of which is important to under¬ 
standing real-world bilateral monopoly. In the 
first case, which is almost the only one to be 
found in real-world union-employer bargaining 
(because under dynamic conditions employers 
dislike to commit themselves in advance about 
amounts of employment), only the wage rate 
is bargained and the amount of employment 
or quantity bought is left for determination 
solely by how much the employer will hire or 
the union will offer at that wage rate. In this 
case employment follows from the wage rate 
in relation to technological conditions, prod¬ 
uct-demand conditions, and the supply 
conditions of other factor services (the demand 
conditions) and in relation to the union-labor- 
supply conditions. In the second case, both 
the wage rate and the quantity of labor-hours 
are decided at the same time by bargaining. 
This situation is often found in the real-world 
for non-labor factors of production sold by one 
firm-monopolist and bought by another firm- 
monopsomst and may become of some im¬ 
portance in the union-employer field if Ameri¬ 
can unions are serious about their deraan s or 
a guaranteed annual wage and employment. 


(1) Setting Only the Wage Rate. In the first 
case the precise limits within which collective 
bargaining takes place are found from the 
data represented in Charts 108 and 109. Let us 
begin by imagining that the union is so strong 
and the firm so weak in bargaining that the 
union is able to dictate the wage rate. If, as we 
have assumed, the union wishes the greatest 
utility for all its members, what is the highest 
wage rate that it will dictate, i.e., where on 
Chart 110 will the wage or outlay curve lie? 

(a) The Upper and Lower Limits. Let us begin 
from the fact that a wage-rate line (such as 
It'* in Chart 110) joining the origin 0 with the 
intersection £ of the union ' supply'' curve 
OS » and the firm's "demand" curve 0D, 
represents the only wage rate at which the 
quantity offered by the union equals the 
quantity desired by the monopsonist. We 
may call this the equalling wage rate. At any 
higher wage rate, represented by a wage-rate 
curve to the left of W b , the union, even though 
able and willing to provide the labor hours, 
cannot dictate that the firm shall hire more 
labor than that shown on the X axis by the 
intersection of such a wage-rate line with the 
firm's OD curve. In other words, above the 
point £ the union s OS curve is irrelevant. 
Similarly, to the right of point £ the firm s 
"demand" curve is irrelevant, because at a 
wage rate lower than that represented on the 
W H line at £ (i.e., for wage-rate lines to the 
right of in) the union will not offer the 
number of man-hours desired by the firm. 
Hence the range of alternatives for both sides 
must lie on the 0D, curve for wage rates higher 
than (to the left of) the one at £ and must lie 
on the 0S U curve for wage rates lower than 
(to the right of) the one at £. Which of these is 
best for the dictating union? We can see at once 
that the union s point of best advantage lies 
where the relevant portion of the 0D, curve is 
,usc tangent to one of the union s indifference 
turves (point R on curve /. in the chart). At 
the wage rate represented by the line W, 
passing through R. the union has succeeded in 
maximizing the utility of its members unde 
our assumed conditions, because /. is 
highest indifference curve attainable. 

ft must be clearly understood that at th^s 
wage rate the union is miln't (i»d«J. 
prefer) to supply the number of labor hours 
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represented at point T by the intersection of 
the W b and 0S U curves. (Here the union would 
be on a still higher indifference curve.) But 
this quantity is not among the available 
alternatives; the firm's OD curve is determin¬ 
ing here. There will only be the quantity at R 
demanded, and at the wage rate W b there is an 
excess supply of labor. 

It is also interesting to note what would 
happen if, because of the excess supply of labor, 
the union members were to believe that they 
could do better by abandoning the union and 
working more hours at wage rate W i.e., the 
number of hours indicated in toto by point 7* on 
the union ''supply” curve. In this event they 
would soon find a decided drop of the wage 
rate to the equalizing one at E or lower, for 
competition among them would drive it down. 
And they would all be worse off than before, 
because at wage rate It' 6 or lower they would 
be on a lower total-utility (indifference) 
curve. In short, wage rates above the equalizing 
one arc not possible for these household 
members unless they sell labor through a 
union. 

Now let us assume that the firm is relatively 
so strong that it can dictate the wage rate. 
By reasoning similar to that above (which the 
student should work out in detail), we find 
that the firm's maximizing decision among its 
alternatives sets the wage rate as represented 
by the line W a% with employment of the 
quantity of labor hours indicated at point AI, 
where W a intersects the relevant part of the 
0S U curve. The employer would gladly hire 
the quantity shown at V, but the union will 
not offer more than AI. There is an excess 
demand for labor. The point M is the em¬ 
ployer's optimum position because, given the 
0S U curve, the indifference curve /, represents 
the highest net revenue product attainable. 

(b) The Settlement Locus. Thus we see that 
point R on the 0D f curve and point AI on 
the 0S U curve represent the precise upper and 
lower limits, respectively, for the wage rate 
to be determined by the bargaining process. 
If neither the union nor the employer is strong 
enough to dictate the wage rate, the bargained 
rate will be set somewhere between W e and 
For any wage rate higher than the 
equalizing one, the OD, curve determines the 
amount of employment; for any lower rate the 


CHART The Settlement Locus in Wage- 



0S U curve is determining. Then we may say 
that the dashed curve REM of Chart 110 
represents the settlement locus or path for the 
wage rate (with resulting employment) under 
our assumed conditions. 

(c) Welfare Implications. The analysis illus¬ 
trated in Chart 110 may be used to compare, 
from the partial-equilibrium standpoint, the 
input and allocation of labor under employer- 
dictation, union-dictation, equal bargaining 
power, and pure competition in buying and 
selling labor. Disregarding for the time the 
fact that the monopsony's product is sold 
under conditions of monopoly, we see that 
under monopsony the wage rate, the earnings, 
and the employment are lower at point M, with 
a weak union, than they arc under equal bar¬ 
gaining power at point E. They are also lower 
than under pure competition on both sides of 
the labor market because the purely competi¬ 
tive wage rate and employment are at the levels 
shown at £. Thus we must conclude that the 
organization of unions by Monopian house¬ 
holds, by redressing the economic unbalance 
caused by monopsony, tends to raise wage rate 
and employment toward the competitive 
amounts and tends to contribute to a better 
allocation of resources and a better allocation 
of time between leisure and work-for-income. 
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However, before any one throws his hat into 
the air for Monopian labor unions, he should 
bear in minJ that these organizations may, if 
strong enough, push the wage rate above (to 
the left of) point £. In this case employment is 
reduced, earnings may be reduced, and the 
allocations of resources and time again depart 
from the purely competitive norm. 

If we now consider that the firm sells its 
product as a monopolist, we can not say that 
the wage rate and employment represented by 
point £ are the ones that would prevail if pure 
competition existed in all relevant markets. 
Under monopoly in the product market, the 
firm’s demand curve OD, is different from that 
under a purely competitive product market. 
Hence employment and the wage rate paid by 
the firm are different. 

(d) The Bargainee/ Wage Rare, (i) The deter- 
turning elements. Let us consider the actual 
setting of the wage rate, through the bargain¬ 
ing process, at some point on the settlement 
locus REM. As in the bilateral monopoly of 
our tiny barter economy, the precise point on 
this locus is indeterminate; it depends on two 
conditions, part of which cannot be precisely 
measured: (1) bargaining strength or power 
and (2) bargaining skill. In Chapter 8 we said 
that the bargaining strength of each party is to be 
defined in terms of the alternatives available 
to each; the Green frontier household's 
bargaining strength vis-a-vis the Brown house¬ 
hold, for example, depended on the availability 
of alternative sources of supply for muskrat 
skins, the commodity in which the Browns 
specialized. The availability of alternative 
sources depended on the Greens costs of 
producing skins and on how much of a reserve 
stock of skins they possessed. Similarly with 
the Browns in relation to roots, the good in 
which the Greens specialized. We said, further, 
that bargaining skill was mainly a matter of 
one side’s finding out about the resources and 
alternatives of the other and of concealing its 
own or of making the other side believe its 
resources were better than they really were. 

The same general principles apply to the 
union-employer bargaining in latter-day 
Monopi Let us see what they mean in that 
kind of economy. The bargaining strength of the 
union depends mainly on two things: (a) the 
alternative employment opportunities of its 


members; ( b ) the financial resources of the 
union in case a bargain is not reached and 
the employer decides to bar his plants to the 
employment of labor (i.e., decides to lock the 
union out) or the union decides to withhold 
labor from the employer (i.e., decides to 
strike) in which cases the union must pay 
strike "benefits’’ to members so that they can 
live; and (c) the discipline and loyalty of the 
union membership, that is, the members' 
willingness and resolve to hold out solidly 
against the employer during a lock-out or 
strike. The bargaining strength of the em¬ 
ployer depends mainly on (a) the alternative 
sources of labor supply available to him; ( [b ) 
the alternative fields of production to which 
he may take his equity capital; and (c) his 
financial resources in case of lockout or strike. 
As in Barterland, the bargaining skill of either 
side depends on (<*) its finesse, through spies or 
otherwise before bargaining begins or through 
clever verbal sparring during the bargaining, 
in discovering the bargaining strength of the 
other party; (£) its ability to hide its own 
strength or weakness from the other side; and 
(r) its ability to "bluff” the other side into 
believing that its alternatives and resources 
arc better than they really are. 

It should be carefully noted that some ele¬ 
ments of bargaining strength (namely the 
market alternatives) appear on the union 
"supply” curve and the monopsomst s 
"demand” curve; that is, they affect the 
positions and elasticities of these curves and 
thereby help to determine the settlement locus 
itself. Thus, the better the union's alterna¬ 
tives, in terms of Chart 110, the higher the 
wage line it can achieve below point /:, i.e., 
the greater will be the withdrawal of labor- 
hours from the employer. Similarly, the better 
the employer s alternatives, the lower the 
wage line obtainable to the left of point t, 
i.e., the employer can then better withdraw 
employment from the union. The financial and 
psychological power to conduct or endure a 
strike or lockout is, however, not to be 
thought of as helping to determine the shapes 
of the curves but as helping to determine the 
settlement point on the settlement locus 
which depends on the curves. In this it is like 
the elements of bargaining skill. . 

(ii) The bargaining process. Let us look for 
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moment at the actual process and results of 
bargaining or negotiation. This process in¬ 
volves the elements of bargaining skill in 
relation to those of bargaining strength, as 
we shall see. On the assumption that there are 
no "political'’ reasons why the union desires 
a strike or lockout, its problem is. What is the 
highest wage rate that can be extracted from 
the employer without causing him to resort 
to a lockout which the union will lose? The 
employer's problem is similar: What is the 
lowest wage rate that the union can be induced 
to accept without calling a strike which the 
employer will lose?The union problem is a hard 
one for the union negotiators. They must make 
a good showing or the union members will oust 
them. Therefore they start negotiations by de¬ 
manding a high wage rate from the firm—a rate 
that they do not really expect to get. They must 
be prepared to make concessions below this 
"asking" price. Yet, to impress the members 
and to bluff the employer, they must appear 
to retreat grudgingly. But, unless they have 
correctly assessed the firm's alternatives and 
resources, they run the chance of being too 
obstinate and of creating a deadlock ending in 
lockout or strike. The problem of the negoti¬ 
ators on the firm’s side is no easier. They must 
think of the stockholders; so their counter¬ 
offer of a wage rate begins at a low level. 
They too must be prepared to make concessions 
and yet by yelling, wheedling, bridling, and 
what not, appear just properly unwilling to 
do so. But they too, without accurate knowl¬ 
edge of the union s strength, risk precipitating 
a deadlock. 

During negotiations each side is faced with 
alternative evils or costs. For any given wage 
rate the union must calculate the cost of 
accepting the rate in terras of loss in earnings 
relative to some higher rate and must compare 
this loss with the estimated loss involved in 
striking instead of accepting the wage rate. 
Similarly the employer compares the cost of 
conceding higher wage rates with the cost of 
enduring a strike or lockout. Or we may state 
the same thing in another way: The union 
weighs the advantage of obtaining a given rate 
against the possible strike or lockout cost of 
winning it. And the firm weighs the gain from 
a low rate against the possible strike or lock¬ 
out cost. No matter which way we state the 
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matter, we may visualize it as in Chart 111, 
following Professor J. R. Hicks. 5 The curve 
C M represents what may be called the union 
concession curve. Starting on the Y axis with 
the very high wage rate 0F U , we have a rate 
beyond which the union docs not wish to go, 
perhaps the union’s "asking price," for which 
it is unwilling to expend any days or dollars in 
striking. Going down the C M curve, we sec that 
the lower the wage rate, the more willing the 
union is to engage in economic warfare with 
the firm. Each wage rate represented by a point 
on the curve should be thought of as the lowest 
the union would accept without engaging in a 
strike of a length or cost indicated on the X 
axis vertically below the point. The C, curve, 
which may be called the Jinn's concession curve, 
shows that, beginning on the Y axis, with the 
existing wage rate OF; paid by the firm (for 
which of course the firm is unwilling to spend 
any time or money on a strike or lockout), the 
willingness of the firm to endure a stoppage 
increases with every hypothetical increase in 
the wage rate. Any point on the C, curve 
represents the highest wage rate the firm will 
concede without undertaking a lockout of a 

19^,^ °f Th ' Macmillan Co., London. 
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duration or cost indicated on the X axis 
vertically below the point. 

Now in this bargaining we may usefully 
distinguish two cases: (»i) the one in which 
each party knows not only its own concession 
curve and its own resources of money, disci¬ 
pline, and morale but also the other party’s; 
and Qb') the one in which each party knows 
its own concession curve and resources but 
possesses inaccurate or incomplete knowledge 
of the other’s. In the first case the union knows 
the highest wage rate it can get from the 
employer without causing a work stoppage; 
and the employer knows the lowest rate he can 
induce the union to accept without a similar 
result. Then, barring the operation of non¬ 
economic and irrational elements, we may say 
it is a virtual certainty that a wage rate, such 
as 0F n in Chart 111, will be negotiated and a 
work stoppage avoided. Out of good-faith 
bargaining, and out of the knowledge de¬ 
veloped during the process of bargaining, 
comes a wage rate somewhere on the settle¬ 
ment locus which is mutually regarded as the 
best deal possible. 

In the second case, however, even in the 
absence of irrational and non-cconomic ele¬ 
ments, a strike or lockout is not improbable. 
If either side guesses wrongly about the 
other's concession curve and resources, it may 
stop its concessions short of the mutually 
agreeable point. Then a vyork stoppage 
initiated by the union or the lirra is likely to 
take place. As the stoppage progresses, each 
side obtains new information about the curves 
and resources of the other. In fact, the curves 
are likely to shift left or right, and the re¬ 
sources are likely to change during the 
stoppage. As more and more knowledge 
replaces ignorance, the rational solution be¬ 
comes increasingly evident and, before long, 
• feelers" will be thrown out tentatively by 
each side for a resumption of negotiations, at 
which a now almost obvious wage rate will be 
settled on. (In the real world, of course, 
irrational and non-economic conditions do 
exist and may operate to prevent a settlement. 
This fact serves as the main basis for the 
existence of private or public mediation 
machinery, which often succeeds in dispelling 
both emotional blockages and ignorance 
between the parties.) 


(2) Setting Both Wage Rate and Employment. 
We must now consider the case in which not 
only the wage rate but also the quantity of 
labor-hours to be hired are negotiated between 
the union monopolist and the employer- 
monopsonist. We shall learn that, barring 
dynamic conditions which make the bargain¬ 
ing of employment for a year or so ahead 
undesirable in an uncertain world, the union 
and the firm respectively can increase total 
utility and total profits for themselves (or at 
worst suffer no loss therein) if they throw this 
major item also on the conference table. 

This fact is best explained with the aid of a 
diagram. Let us first disregard the fact that the 
firm sells its product under monopoly. Then 
consider Chart 112, on which are shown ( a ) 
the settlement locus and the curves on Chart 
110 ; and ( b ) the respective tangencies of seven 
union and seven employer indifference curves. 
All the curves have the meanings already 
explained for them. However, we may reiterate 
here that (<») the employer curve //* is the 
lowest curve for which the employer will 
consider outlay and employment combinations 
because it shows various outlay-employment 
combinations for which the firm is no better 
or worse off than if, as at 0, it shut down and 
did not operate at all; and (b) the union curve 
is the lowest for which the union will 
consider outlay and employment combinations 
because on this curve the total utility for any 
combination is no more or less than if the 
union members, as at 0, did not work at all 
in that industry. 

The curve CC joins the various points of 
tangency. It is known as the contract curve , 
because, under our assumption that both the 
wage rate and the amount of employment arc 
to be negotiated, the bargaining between 
union and firm will, if they operate rationally, 
land them both somewhere on this curve, in 
other words, a wage rate line from 0 through 
any point on CC will provide a combination ol 
earnings or outlay and employment which is 
better for both union and employer together 
chan any combination off the CC curve. In 
order to prove this, let us assume first, again, 

that the union is relatively so strong that it 

can dictate the wage rate. If only the wage 

rate were being considered, 

choose a wage-rate line passing through point 
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CHART The Contract Curve in Wage-Rate-Employment Bargaining 

112 



R on the settlement locus REM, as previously 
shown. This wage rate would provide the 
combination of earnings and work-hours 
shown on the respective axes for point R and 
would provide the total utility represented by 
the union indifference curve / y «. But since both 
wage rate and employment are on the agenda, 
the union can better itself (can obtain a higher 
amount of total utility on a higher indifference 
curve / u4 ) by dictating a somewhat lower 
wage rate represented by a wage line some¬ 
what to the right of the previous one and 
passing through point A on the contract 
curve. Not only is the union better off at point 
A; the firm is no worse off, because its indiffer¬ 
ence curve I/i, which passes through point R, 
is tangent to the union curve /„*. Thus the 
firm continues to make the same profits; it 
makes a larger wage outlay but also obtains 
more labor-hours from the union. 

Now if the union is induced by bargaining 
to accept a still lower wage rate, such as the 
one that would be represented by a wage-rate 
line passing through point J on the contract 
curve, we see that the union is no worse off 
than it was at R; it is still on indifference 


curve / y| . And the firm is better off, for it has 
moved from l /t to //-. Furthermore, if a wage 
rate is bargained so that the wage-rate line 
cuts CC bttuetn points A and J, both the firm 
and the union will have bettered themselves; 
both will be on higher indifference curves 
than at R. 

By exactly the same sort of reasoning it can 
be shown that (*) if the employer is strong 
enough to dictate the wage rate, he can better 
himself, without worsening the union’s posi¬ 
tion, by accepting a somewhat lower wage 
rate and moving from point M on the settle¬ 
ment locus to point B on the contract curve; 
(0 he can let the union better itself without 
hurting himself by accepting a wage rate at 
K; or (0 he can accept a wage rate between B 
and K, thus improving both his own and the 
union s position in relation to the previous 
one at M. 

Each of the above analyses started with the 
wage rates at R and M dictated by union and 
employer, respectively, under wage-rate bar¬ 
gaining only. But under wage rate-employ¬ 
ment bargaining it is clear that if either side is 
strong enough to dictate the terras, the union 
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will actually choose point C u and the firm will 
choose point C f on the contract curve as its 
best position. The union cannot go to the left 
of C u because the lirm will shut down if 
pushed to a lower indifference curve than 
The lirra cannot obtain a wage rate lower than 
(to the right of) point C, because a lower wage 
rate would put the union on an indifference 
curve below l uo , which means in the union's 
belief an intolerable, indecent, starvation 
wage rate, certain to cause a strike. 

Thus, in negotiation over both wage rate 
and employment, the bargained point will be 
somewhere on the contract curve between the 
limits Cu and C/. Just where the point will be 
is indeterminate and depends on the relative 
bargaining skills of the two parties. But the 
foregoing analyses help us understand that the 
point reached on the contract curve is reached 
by a certain path; we reached A or J or some 
intermediate point by starting from point K, 
and we reached B or K or some intermediate 
point by starting from point Al. So the rela¬ 
tive bargaining strengths and skills of the 
parties, as previously defined, are reflected in 
the selection of the point off the contract 
curve from which "serious’' bargaining starts 
and in the final selection of some related point 
on that curve. There are a series of demands 
and counter-demands or of offers and counter¬ 
offers, each side feeling the other out, until 
the area of serious disagreement is narrowed 
down. The union starts with a demand for a 
high wage rate in order to discover the em¬ 
ployer’s reaction. The firm counters with an 
offer of a low rate for similar reasons. Gradu¬ 
ally the elements of bargaining arc concen¬ 
trated on a relatively small range. And finally, 
if sufficient knowledge is mutually available, a 
settlement is effected. 

It is important to note that one of the points 
on the contract curve is the same as one on the 
settlement locus, where only the wage rate 
was open to bargaining. This is point £, 
which we said was the socially best position 
on REM. Point E is also the maximum-social- 
welfare position on the contract curve (if the 
firm sells competitively). It is unique in this 
respect. To be sure, movement up or down 
from E worsens the employer or the union, 
respectively, at the same time that it respec¬ 
tively betters the union or the employer, so 


that there may be no diminution in total 
welfare for these two economic units to¬ 
gether. (It is also true that, when a wage 
rate and an amount of employment is bargained 
off the contract curve, we find a diminution in 
total welfare for the two units together; for 
we have shown that by a movement from an 
off-point to the contract curve it is always 
possible to improve the position of one party 
without worsening that of the other.) But if 
we accept the view that the purely competitive 
wage rate is the one which maximizes want- 
satisfaction in the economy as a whole, we 
must conclude that only the wage line passing 
through point E provides maximum social 
benefit. 

Let us now recognize the fact that the firm 
sells its product as a monopolist. Then we 
must modify our conclusion that the point £ 
on the contract curve provides an optimum 
employment of labor from the standpoint of 
contributing to an over-all allocation of 
resources similar to the one that would exist 
under pure competition in the economy as a 
whole. Under product monopoly the firm s 
indifference curves may be somewhat differ¬ 
ently placed and sloped; the contract curve 
may also have a different position; and the 
employment of labor up and down the curve 
may be greater or less than under pure 
competition. 


J. Output and Product Price 

Thus far we have considered only labor 
input and price in our analysis of bilateral 
monopoly. We shall not deal here with 
product price and output in terms of cost curves 
and AR-MR curves. But since output moves 
Jirectly (but not necessarily proportionately; 
with, and product price inversely to, labor 
input, the effect of bilateral monopoly in 
the hiring of labor can easily be deduced. 
First, under bargaining concerned solely witn 
the wage rate in terms of Chart 110, a union 
that raises the wage-rate line from M, tne 
monopsony position, to any point on Rtti 
vertically above M, gets an increase in labor 
input; there is thus an increase in oueput and 
a decline in product price. For wage rates on 
REM successively to the left of point £ there 
are decreases in labor input, declines in output, 
and rises in product price. The highest output 
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and lowest product price come at point £. 
Second, under wage rate-employment bargain¬ 
ing, the higher the wage rate, the lower the 
input and output and the higher the product 
price. The highest output and the lowest prod¬ 
uct price come at point Cj. 

e. Effect of Shift in Demand for Firm's Product 

Suppose that for some reason there is a 
decline in the demand for the firm's product. 
The analytical techniques just learned should 
help us discover what will happen to the 
union-employer determination of wage rate 
and employment. As before, we shall have to 
distinguish between bargaining over just the 
wage rate and bargaining over both wage rate 
and employment. 

(1) The New Wage Rate Bargain. In Chart 
113A we have a representation of the curves 
and settlement locus of Chart 110, plus the 
new, lower monopsonist "demand” curve for 
labor D/t which results from the leftward 
shift of the demand curve for the firm's 
product. We recall that a union-dictated wage 
rate \V fX would, under the original conditions, 
have been set at the point R t where the labor 
"demand" curve D /x is tangent to the union 
indifference curve /„|. The firm would not have 
paid a higher rate under the original condi¬ 
tions, which included utility maximization 
for the union; and the union had maximized 
its utility at /<,. Now if the employer's dcmanJ 
curve drops to the D , 3 position, the union- 
dictated wage rate cannot be higher than 
W t3 , which passes through point R 3 , where 
the new demand curve D /3 is tangent to union 
indifference curve /„*, which represents the 
highest possible total utility the union can 
now attain. In other words, if the wage rate 
was previously W cX (or any wage rate from 
W eX down to W t3 , which cut the old D /x 
curve from R x to S'), the union will have to 
accept a cut to at least wage rate W A if it 
wishes to conclude a bargain with the em¬ 
ployer and maximize its utility. 

The new labor "demand” curve cuts the 
union labor "supply” curve at point E 3 . The 
supply curve S u is the same as before. Then the 
new equalizing wage rate is at point £*, and 
the change in product demand has resulted in a 
new settlement locus R 3 E 3 M. 

Under these new conditions what will the 
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rational union's wage-rate policy be? As al¬ 
ready stated, if the wage rate used to be 
anything from W cX to W t3 , the union will 
agree to a cut. If the previous wage rate was 
lower than lV t3 , the union will try to resist a 
cut, because on the new settlement locus such a 
lower wage rate will put it on a lower indiffer¬ 
ence curve than its new best curve /„*. For 
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example, suppose that an equality of bargain¬ 
ing power had placed the old wage rate at the 
equalizing point £i, with wage-rate line 
The union will not, if possible, accept a lower 
wage rate if, at the point where the lower 
wage line cuts the new settlement locus, the 
union is put on a lower indifference curve than 
the one that passed through point £ t . The 
union thus resists moving down from poinc £> 
to point £ : or below. 

The firm's wage policy will be, as previously, 
to obtain a wage rate as close as possible to 
the one represented by line It 7 .,. 

From the above analysis we see more clearly 
than ever that under our assumptions the 
union is not interested in employment as such 
but in getting on the highest union indifference 
curve possible. That is, the union wishes to 
obtain the highest total net utility of earnings 
over the disutility of working. 

Nevertheless, for us as students, interest 
does attach to the matter of employment be¬ 
cause in real life this is often a focus of atten¬ 
tion. A scrutiny of Chart 113A indicates the 
following: GO With respect to that part of the 
settlement locus made up of the employer's de¬ 
mand curve, the union would have to take a 
wage-rate cut if its objective were solely to 
avoid a reduction in employment, given the de¬ 
cline in product demand. ( \b ) With respect to 
that part of the settlement locus below the 
equalizing "peak," a wage-rate cut would de¬ 
crease rather than increase or maintain employ¬ 
ment, not because the firms would wish to hire 
a smaller quantity but because the union 
members would offer a smaller quantity. That 
is, below point £ 2 the union "supply" curve 
is controlling. 

(2) The New Way-Rate Employment Bargain. 
If we assume that both wage rate and employ¬ 
ment are bargained in a situation in which the 
demand curve for the firm's product shifts left, 
the data represented in Chart 112 apply. The 
firm's indifference curves pivot to the right, 
showing on a given curve that the same amount 
of employment can be provided only by 
decreasing the firm's total outlay if net 
revenue product is not to be diminished. Then 
the tangencies with the union's indifference 
curves come at points to the left of the previous 
ones; and the contract curve is to the left of its 
previous position. In this situation also, if the 


union wishes to bargain the same employment 
as previously, it will have to accept a wage cut 
(a lower wage-rate line) in getting to its 
maximizing position on the contract curve. 
But if the union is rational, it will try to 
maximize total net utility. Then the union 
policy will be to seek a wage-rate increase 
in its new negotiations with the employer; 
and the employer will try for a wage-rate 
cut. Consider Chart 113B, where the firm’s 
original indifference curve //1 was involved 
with the original union indifference curve I u \ 
in the negotiation of the wage rate and em¬ 
ployment indicated by point N x on the original 
contract curve CC\. When product demand falls, 
the firm's indifference curve pivots to the I /t 
position and is tangent at point N /t to a 
lower union indifference curve / tt2 . In order 
to obtain the same net revenue product as 
before, the firm wants the wage rate and em¬ 
ployment indicated by this point. But in order 
to suffer no loss in total net utility from that 
represented by curve /„i, the union tries for 
a wage rate at point N ui even though employ¬ 
ment is less here. 

These are the results of our partial-equilib¬ 
rium, static analysis. It will be interesting 
later in the chapter to compare our conclusions 
here with those reached by general, dynamic 
analysis. 

f. Union Way-Rate Policy on Discriminating 
Monopsony 

It is a major part of union wage-rate policy 
to prevent the atomistic competition among 
individual households which gives the mo- 
nopsonist the power to set low wage rates. 
For this competition the union substitutes 
group solidarity and a sort of monopolistic 
selling. It is also a part of union policy to 
substitute group knowledge for the partial 
ignorance of individual household sellers. 
Therefore the union is entirely against 
monopsonistic discrimination in the payment 
of different wage rates to different workers 
performing the same work. "Equal pay for 
equal work" is one of the slogans of Monopun 
unions, and they are able by bargaining to 
eliminate most or all of the wage-rate distinc¬ 
tions between women and men workers. In so 
doing they may decrease rather than increase 
employment (and output). 
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3. Dynamic Economizing 

Under '■dynamic" conditions, whether we 
assume the existence of unionism or not, we 
find that firms (both non-banking and bank¬ 
ing), households, and households' unions (if 
they exist) do their best to consider and 
discount the future in making their economic 
decisions. The general principles of ■ dynamic" 
economizing previously discussed are equally 
applicable in Monopia. 

C. The Economy as a Whole 

We come now to the questions of primary 
importance, questions to which we are now 
better able to offer answers because we know 
how Monopian households and firms operate. 
These questions have to do with the nature 
of equilibrium, if any, in the economy as 
a whole and with the size, composition, 
stability, and distribution of the Monopian 
national income. As usual, we shall have to 
distinguish stationary, progressive, and dy¬ 
namic conditions. 

Our task this time is made more difficult by 
the fact that we have looked at Monopia under 
a variety of circumstances. We have considered 
two kinds of monopoly-monopsony, simple 
and discriminating; two stages of household 
organization, non-union and union; and two 
stages of technology, relatively simple and 
advanced. In the discussion below, we shall 
again have to consider these distinctions 
wherever they are relevant. 

1. The Stationary Economy 
a. General Equilibrium 

Stationary Monopia shows at least one 
feature of the sort of general equilibrium 
discovered in Atomisia: The total money 

outlays of all the monopolistic-monopsonistic 
firms (including the abnormal profits paid to 
firm-owners) are equal to the total money 
incomes of all households, which are in turn 
equal to the total outlays of households on 
products and the total revenues of all firms. 
But the total costs of firms (total outlays 
minus abnormal profits) are less than firms* 
revenues and households' incomes and expend¬ 
itures. 

But we do not here find the precise sort of 


general equilibrium we saw in Atomisia. Pure 
and perfect competition, as earlier defined, was 
necessary in order to make factor-service 
prices among all firms equal to marginal 
revenue products and to make the marginal 
revenue products equal for all firms. There is no 
competitive stimulus to this sort of economic 
balance in Monopia. Unless we make the very 
unrealistic assumptions that the demand 
curves for the different monopolists' products 
have identical elasticities and that the supply 
curves of the factor services to the different 
monopsonists have identical elasticities, we 
do not even have factor service prices propor- 
rional to AIRP's. 

Nevertheless it is possible to conceive of a 
"Monopian" sort of economic balance which 
might be described as a generally stable 
stationary equilibrium. If we define equilibrium 
as stable balance among all the economic units 
in the absence of changes in the basic economic 
determinants (wants, resources, technology, 
and social organization), there is reason to 
believe that it is possible in Monopia because 
entry to each industry is closed. Pure and 
reasonably perfect competition plus free entry 
gave us general equilibrium in Atomisia. 
Monopoly-monopsony also provides stable 
balance. (In Monocompia there was free entry, 
in Oligopia restricted entry. But the fact of 
product differentiation with some freedom of 
entry prevented completely stable general 
equilibrium, as already explained for 
Monocompia.) 

The above conclusions hold whether tech¬ 
nology is simple or advanced and whether there 
is simple or discriminating monopoly. But 
under unionism and bilateral monopoly it 
seems doubtful that stability could be achieved 
or maintained. The analysis of this matter 
would take us too far afield to be given here. 

b. Allocation of Resources. The Composition and 
Size of Total Income 

As always, we are much concerned with the 
question, Are resources allocated in accordance 
with the wishes of households as expressed in 
their demand curves for various products when 
the true cost alternatives of the products have 
been presented? Let us here distinguish labor 
organization and non-organization among 
Monopian households as well as simple and 
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discriminating monopoly. There need be no 
distinction between simple and advanced tech¬ 
nology. 

(1) Non-Union ism amon^ Households. (a) Simple 
Monopoly-Monop sony. For the allocation of re¬ 
sources with respect to the composition and 
size of total income in a non-union economy of 
simple monopoly and monopsony, the analysis 
is the same as for Monocompia. Taking as our 
standard the isolated frontier household and 
the many-celled, purely competitive Atomisia, 
we find that in this Monopia resources are 
misallocated and that composition and size 
of income is at variance with the way the 
households, given the distribution of resource- 
ownership and income, would vote their dol¬ 
lars in the market places if the relative product- 
prices charged by firm* were to reflect the true 
cost alternatives of producing the various 
products. The correct criterion of resource- 
allocation is that total want-satisfaction or 
income is maximized when the shifting of 
a unit of any resource from one productive 
employment to another results in a net loss 
rather than a net gain in total satisfaction. 
This condition was satisfied in the frontier 
household when the marginal rate of psy¬ 
chological or utility substitution just equaled 
the opportunity cost of transferring resources 
from one use to another (the marginal rate 
of cost substitution). To shift a labor unit 
from skins-production to roots-production was 
desirable only until these two ratios became 
equal—that is, until there was no further net 
gain in total utility from both goods. The same 
was true for Atomisia as a whole. The mobility 
of resources and the nature of competition in¬ 
sured that the marginal-utility ratios and the 
marginal-cost ratios were equal for all products, 
the marginal-utility ratios being the same thing 
as the product-price ratios. (To state the matter 
from the resource standpoint, the factor- 
service price ratios were all equal to the MRP 

ratios.) . 

But in the Monopia now being analyzed 
the product-price or utility ratios arc neither 
equal or proportional to the marginal-cost 
ratios. There is not a utility-maximizing al¬ 
location of resources. The atomistic house¬ 
holds are not presented by the monopolists 
with the true marginal-cost ratios; the P°“ s *” 
holds are therefore unable to vote their dol¬ 


lars in a socially rational way. The true 
marginal-cost ratios among various products 
arc those that would be involved in equating 
product prices with AIC's. But the MC ratios 
that actually get used are those that come 
from the monopolists' equating AfR's rather 
than /IR's or product prices with AIC's. 

As a result, we find a misallocation of re¬ 
sources even greater than in Monocompia 
(pages 541-545). Compared with the purely 
competitive allocation, there is "over-pro¬ 
duction” and "over-employment" for the 
plants having relatively elastic product-de¬ 
mand curves and factor-service supply curves, 
with "under-production" and "under-employ¬ 
ment” in the plants having relatively inelastic 
curves. 

(b) Discriminating Monopoly and Monopsony. 
Now let us turn to a non-union Monopia of 
discriminating monopoly-monopsony. Our in¬ 
terest here may be expressed in two questions: 
(a) Docs the composition and size of income 
accord with the wishes of the households as 
they would be expressed in the market places 
(under the prevailing distribution of income) 
if the product prices represented the true cost 
alternatives of producing the products? In 
other words, is the allocation of resources the 
same as it would be under pure-perfect com¬ 
petition or under the standards of the frontier 
household? (4) Docs discrimination achieve a 
"better” incomc-composition-and-size than 
simple monopoly-monopsony? 

To analyze these questions in detail would 
take us beyond the scope of this book. But the 
following may be said in summary: First, 
without regard at present for the influence on 
resource-allocation which is exercised by the 
change in income distribution resulting from 
discrimination, we may say that perfectly dis¬ 
criminating monopoly and monopsony tend to 
establish the same resource allocation and in¬ 
come composition as that under pure competi¬ 
tion in all product and factor-service markets^ 
Second, again without regard to the effects of 
changed income distribution on allocation, 
the imperfect discrimination that exists in the 
real world may or may not make for a resource- 
allocation that is more like the purely competi¬ 
tive one than the allocation existing under 

simple monopoly-monopsony. 

Under perfect discrimination not only is 
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each household a separate market for products 
and a separate factor-service market. Each 
household is also a separate market for each 
unit of the product it buys and of the factor- 
service it sells. This means that a perfectly 
discriminating monopolist can charge a given 
consumer a different (successively lower) price 
for each successive unit of his product bought 
by the consumer. The discriminator can do this 
because the marginal utility of the product to 
the consumer is at firsc very high and then 
diminishes as successive units are purchased. 
For example, the price of the first orange 
bought can be very high, say 30 cents, because 
having no oranges to begin with, the con¬ 
sumer’s desire for an orange is intense. The MU 
of a second orange is lower; therefore its price 
has to be. But the monopolist can charge prices 
up to the MU' s, whatever they may be, for 
every orange sold to every household. From 
the monopolist's side the (low) price of the 
last unit sold will just cover the marginal cost 
of producing the lot. 

Now under pure competition the product 
price is set where the group-household demand 
curve intersects the group-firm AfC curve. The 
All/'s of the product to the households at this 
point are those of the marginal units bought. 
Households which would have been willing to 
pay higher prices do not have to. They reap a 
consumers’ economic surplus or rent. But the 
perfectly descriminating monopolist is able to 
appropriate all this surplus from each house¬ 
hold having it. This changes the distribution 
of income and want-satisfaction, to be sure. 
But the equating of MU with MC at the 
margin docs take place, as it does under pure 
competition. It docs not exist under simple 
monopoly, however, where AIR rather than 
AR (which reflects MU') is equated with A1C. 
Therefore we may say that under perfect dis¬ 
crimination, because MU's are universally 
equated with AlC’s, we reach the resource- 
allocation of pure competition. 

By symmetrical reasoning, we conclude that 
perfectly discriminating monopsony contrib¬ 
utes to the purely competitive allocation of 
resources and composition of income. Under 
perfect discrimination in all markets for prod¬ 
ucts and factor services no consumer is pre¬ 
vented from buying because of a high, restric¬ 
tive, simple-monopoly price; and no seller of 


factor services is kept from working by a low, 
simple-monopsony price (wage rate, etc.). 

Before any one gets set in the belief that 
perfectly discriminating monopoly-monopsony 
is a grand and glorious thing, however, let 
him be reminded that, because of the effects 
of a changed income distribution on resource- 
allocation, the allocation of pure competition 
is not really achieved. Discriminating mon¬ 
opoly-monopsony may be better for the econ¬ 
omy than single monopoly-monopsony. But 
insofar as discrimination results in higher 
monopoly profits and a more unequal distribu¬ 
tion of income, the allocation of resources is 
shifted toward “rich-men’s" goods and away 
from "poor-men's" goods. This allocation 
then differs from the purely competitive one. 
And insofar as discrimination results in "soak¬ 
ing the rich" and makes for a less unequal dis¬ 
tribution of income than under simple mon¬ 
opoly-monopsony, the allocation of resources 
leans toward the competitive one. 

In respect to imperfect discrimination, we 
can here only repeat that there may or may not 
be an improvement over the allocation under 
simple monopoly-monopsony. The analysis is 
too complicated for a book such as this. 

(2) Unionism amon g Households. When house¬ 
holds organize for the sale of labor-hours to 
all the monopsonists in the economy, we find 
that they may affect the allocation of resources 
in two main ways, cither under simple or dis¬ 
criminating monopoly-monopsony, and cither 
under simple or advanced technology: (1) The 
chances are that with a given distribution of 
income they will worsen the allocation over 
that which would exist in the absence of 
unionism. (2) By changing the distribution of 
income in the stationary economy they tend to 
shift the allocation somewhat from "rich 
men's goods" to "poor men's goods." Lee us 
examine the bases for these conclusions. 

Consider only the wage-rate kind of bargain¬ 
ing with firms. We begin with a non-union 
(stationary) Monopia of full employment in 
terms of the atomistic households' preferences 
between leisure and income at the low wage 
rates paid by the monopsonists. In this econ¬ 
omy there is, by the standards of pure com¬ 
petition in the labor markets, "over-employ¬ 
ment in the plants for which the non-union 
labor-supply curves and the product-demand 
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curves are relatively elastic, and ' under¬ 
employment" in the plants for which the 
curves are relatively inelastic. Wage rates in 
the "under-employed" industries have tended 
to be higher than they would be in the "over- 
employed" industries. In all industries wage 
rates are lower than under pure competition, 
the reasons being the same as those given in 
our Monocompian discussion (page 544). So 
unions are organized which greatly improve 
the households' bargaining abilities. The 
question then is, do unions' efforts to raise 
wage rates increase, lower, or leave unchanged 
the amounts of employment in the formerly 
“under-employed" and "over-employed" 
plants? In other words, do the unions affect 
the pre-union allocation of resources? 

If we assume equal bargaining skills among 
the unions in both kinds of industries, it 
appears that, so far as monopsony among the 
firms is concerned, wage rates will rise rela¬ 
tively in the "under-employed" plants and fall 
relatively in the "over-employed" plants. If 
so, then employment tends to fall relatively in 
the "under-employed" plants and to rise 
relatively in the others. The misallocation of 
resources tends to be worsened by unionization. 

Note that this result tends to happen with¬ 
out regard to monopoly in the product markets. 
In the economy as a whole the misallocation 
of resources resulting from monopoly is not 
directly affected by the unions' elimination 
of firms' monopsonistic controls over the labor 
markets. The households are not organized 
as consumers and do not bargain with firms 
in the product markets. 

Thus we sec again how a conclusion based 
on "partial" analysis must be modified or 
abandoned when we consider the economy as 
a whole. When we looked at unionism in a 
single industry, holding conditions constant 
in other industries, we found that unionism 
could improve the allocation of resources in¬ 
sofar as the wage rate was raised toward but 
not beyond point £ (the purely competitive 
p^int) in Chart 110. But when we consider all 
industries under stationary assumptions, the 
various union and employer reciprocal de¬ 
mand curves do not stay put; they shift in a 
ii.w-ner that brings the results noted above 
c also below, pages 604-5)- 
Unions do, however, tend to improve re¬ 


source-allocation from the standpoint of chang¬ 
ing the distribution of income. Their raising 
of wage rates tends to transfer some of the 
abnormal profits of the raonopsonist to the 
households. In general the households whose 
members belong to unions are the less wealthy 
ones, and the firm-owners whose incomes are 
reduced are the more wealthy ones. As a 
result of this shift there is, in this economy 
of no net saving or dissaving, less saving 
among the rich and less dissaving among the 
poor. And there is less consumption-spending 
among the rich on luxury or "rich-mcn's" 
goods and more consumption-spending among 
the less wealthy on necessity or "poor men's" 
goods. The demand curves for necessity goods 
tend to shift rightward while the curves for 
luxury goods tend to shift leftward. Then the 
outputs of necessity goods rise, and those of 
luxury goods decline. 


c. The Extent of Resource-Utilization in Relation 

to the Size of Income 

Now let us consider the amount of want- 
satisfaction or the size of income in stationary 
Monopia from the standpoint of how fully 
the economic resources are utilized. As always, 
this is a question separate from that of resource- 
allocation. It involves an inquiry into the 
possibility of full employment in a stationary 
economy of monopoly-monopsony, and it in¬ 
volves also an inquiry into whether the allo¬ 
cation of time between leisure and work-for- 
incomc is optional in Monopia. In dealing 
with these matters we must again distinguish 
simple from discriminating monopoly-monops¬ 
ony and unionism from non-unionism. 

(1) Non-Union ConJirions. (a) Simple Mo¬ 
nopoly-Monopsony. If households arc atomistic 
in selling factor services to firms, there will 
be full employment of labor and savings in 
non-union Monopia. The reasons for this are 
the same as those given for stationary Mono- 
compia and Oligopia and need not be repeated 


iere. . , 

But it does not follow that, simply because 
very household which seeks employment lor 
ts resources is able to obtain it, the total ot 
raployment, physical output, and want- 
atisfaction is the same as in a purely com¬ 
petitive economy in which resources are also 
ully utilized. The fact is that in non-union 
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Monopia no household obtains for its factor 
services unit prices which are equal to the 
MRP's that would exist under pure competi¬ 
tion. Each factor service price in Monopia is 
lower than the Monopian MRP because of 
monopsony, and each Monopian MRP is lower 
than the competitive MRP because of mo¬ 
nopoly. Under these conditions the wage rates 
on the basis of which the Monopian house¬ 
holds decide how to allocate time between 
leisure and income are different from the purely 
competitive ones and cause a different leisure- 
income allocation. Households are farther 
down the negative over-all supply curve of 
labor; more labor-hours are offered to firms, at 
least by the lower-income households. This 
fact tends to produce a higher level of full 
employment and a larger total physical output. 
But the optimum, purely competitive alloca¬ 
tion of time is interfered with, and we cannot 
conclude that the total of want-satisfaction is 
higher in Monopia. If the households were 
paid the purely competitive wage rates, they 
would prefer additional leisure to additional 
products. We must conclude that, although 
(given the amount and allocation of resources) 
the total income in stationary non-union 
Monopia is as high as it can be because of full 
employment of resources, the total of want- 
satisfaction is not as high as it could be in the 
absence of monopoly-monopsony. 

Thus from the resource-utilization as well as 
the rcsource-allocation standpoint, we fail to 
find maximum utility in this kind of Monopia. 

(b) Discriminating Monopoly-Monopsony. Now 
suppose again that in non-union Monopia all 
the firms switch from simple to discriminating 
monopoly and monopsony. With atomistic 
factor-service selling there is again full em¬ 
ployment of resources, for the usual reasons. 
There is thus no loss in total want-satisfaction 
through unemployment of resources. For the 
reasons previously given it is true, further, 
that the allocation of households’ time be¬ 
tween leisure and income will be better than 
before. Therefore from the standpoint of the 
leisure-work comparison we conclude that- 
given the allocation of resources and full 
utilization of them, but without regard to 
changes in income distribution—total want- 
satisfaction tends to be greater than before 
the introduction of discrimination. 


(2) Unionism. When we come to consider the 
effect of universal unionism upon the extent 
of resource utilization in the Monopian econ¬ 
omy as a whole, we again have a problem 
for which we must abandon our partial- 
equilibrium approach and conclusions and for 
which we must work from our assumptions 
about the stationary economy. We start with 
a non-union economy of full employment and 
assume the advent of unionism in each in¬ 
dustry, each union bargaining for a wage- 
rate increase. In the stationary economy there 
is ( a ) no net saving or dissaving; and (A) a 
constant flow of money resulting from inelastic 
price expectations and an unchanging quantity 
of money. Since the total money demand for 
products does not change, the aggregate 
money demand curve of firms for labor does 
not shift right or left. This curve may be 
visualized as one like curve TD in Chart 70, 
page 404. Note that we consider here the real 
wage rate, i.c., the money wage rate in rela¬ 
tion to all other prices. We may also visualize 
the total labor-supply curve "sold'’ by Mo¬ 
nopian households and unions as one like the 
curve TS in Chart 70. Under our previous as¬ 
sumptions about unionism this curve is nega¬ 
tively sloping, unlike the positive labor supply 
curve to any particular firm-industry. 

Now under non-union monopsony and mo¬ 
nopoly let us say that, as in Chart 70, the 
wage rate was 0F 2 , with employment repre¬ 
sented by OC. At this wage rate the firms would 
have been glad to hire OD labor-hours, but 
they could not obtain them; there was an 
'excess demand” of CD - ST. This excess 
demand could have been removed by raising 
the wage rate to 0F Ot but in this case the firms’ 
abnormal (monopsony) profits would have 
been greatly reduced. 

Now, with the advent of unionism, the 
bargaining for higher wage rates begins. As 
the real wage rate moves up from 0F 2 , employ¬ 
ment falls from 0C because of the negative in¬ 
clination of the labor-supply curve. But al¬ 
though the amount of the labor resource 
decreases (because of the household-union new 
allocation of time between leisure and income), 
it is clear that there is no unemployment 
among the union members. Every labor-hour 
that is offered for work is employed. (There 
is, however, by comparison with the situation 
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CHART 

114 


Effect of Union on Labor In pat 
of Particular Firm (Partial 
Equilibrium Analysis) 



labor hour* 


at OPi, some unemployment of accumulated 
capital. But in this ease the interest rate may 
fall, causing some substitution of capital for 
labor by the firms. All this may be considered 
to be accounted for already in the slopes of 
the labor-demand curve TD.) Now if the unions 
bargain the wage rate up to 0F o , we have a 
rate which (except for the existence of product 
monopoly) is the same as the competitive 
wage rate. The excess demand for labor hours 
has then disappeared; the monopsony profits 
have disappeared; there is no unemployment; 
and (except for the existence of monopolistic 
product prices) the real wage rate is such that 
the households' unions can make the proper 
utility-maximizing allocation of time between 
leisure and work-for-income. 

This is the sort of thing to be expected if 
the bargaining skills of unions and employers 
are about equal. But suppose the unions have 
greater bargaining skill than the lirms and are 
therefore able to push the real wage rate up 
to OF,. At this rate firms are willing to hire 
only 0A labor-hours. But, with the leisure- 
income allocation made by households at this 
wage rate, the offered quantity of labor is OB. 
Here we have an "excess supply of labor- 
hours amounting to AB = NR. This means 


unemployment of the labor resource (as well 
as a utility-lessening allocation of time). The 
unions have forced the wage rate to a point 
where, so long as all the conditions do not 
change, there is chronic under-utilization of 
labor. But, because of the nature of Monopian 
unions, the households will soon make their 


union officers agree to a wage-rate cut to 0F o . 

We see then that under our assumptions the 
unions, if not too "greedy," can enlarge the 
total of want-satisfaction in the economy by 
obtaining for the household-members a rela¬ 
tionship between leisure and income much 
more to their liking with no diminution of 
total utility because of unemployment. But 
if the unions were not subject to informed- 
household control they might become and 
remain so "greedy" that they would, by caus¬ 
ing chronic unemployment, reduce the total 
national output and want-satisfaction. 

Finally, we may integrate the above analysis 
with the outlay-MRP-curvc analysis for a 
particular firm and with the bilateral-mo¬ 
nopoly analysis for a particular union and firm. 
Under the partial-equilibrium approach we 
have the situation depicted in Chart 114. 
The non-union labor-supply curve for the 
monopsonist is AO,. It shows that, conditions 
in all other firm-industries remaining un¬ 
changed, the firm can obtain more labor-hours 
through "pirating" from other firms by offer¬ 
ing higher and higher wage rates. Given the 
MRP (demand for labor) curve of the firm, 
equilibrium is set as usual at point K, t with 
resulting wage rate MiFi and input 0M Then 
a union replaces individual bargaining, and a 
variety of possible higher wage rates exist; 
the actual wage rate will depend on bargaining 
conditions. . 

Suppose wage rate OR is bargained, men 
the union agrees to furnish workers at this 
rate for all inputs up to 0M 2 ; up to this input 
the labor supply curve A0« to the hrm is 
horizontal. But for inputs larger than 0M«— 
x i.e., beyond point Ft, where the horizontal 
union supply curve runs into /40, T". th ^ UpP K y 
curve is positive and identical with AU,; tne 
union cannot make more than 0M- ,a b° r - h ‘J ur * 
available except at wage rates above OR. Now 
up to point F, the MO curve for AO- ; is identical 
with the latter curve, since the ^ jurvc is 
horizontal. Beyond point F 2 , the old MO, curve 
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is the marginal curve, being marginal to A0 X 
as before. The whole marginal-outlay curve 
for wage rate OR is thus RF-JL. This curve 
intersects the MRP curve at point K ; , giving 
input OMj. 

Now suppose wage rate OS is bargained. The 
horizontal AO (and MO) curve now extends 
over to point C on the A0 X curve. The MO, 
curve intersects the MRP curve at point F 
providing input OM,. Thus, under partial 
analysis, the unionization of a monopsony's 
firm will increase employment over the non¬ 
union level for all wage rates lower than the 
one which would cause the horizontal AO-MO 
curve to pass through point K x . The highest 
employment would come (disregarding the 
effect of product monopoly on the MRP curve) 
at a wage rate established at the (partial- 
equilibrium) purely competitive intersection 
(point B) of the AO and MRP curves. If the 
union overpowers the employer and sets a 
wage rate above point K ( (c.g., wage rate OT), 
there will be less employment than under non¬ 
union conditions. 

So much for the partial analysis. What of 
the general? The above conclusions are invalid, 
as so often happens. When the wage rate 
changes up or down in all firms at once, none 
has a positive labor supply curve. Each may 
think it has. But experience will show that, 
starting from full employment in the whole 
economy, none is able to pirate from the others 
as the wage rate is raised all round. With each 
successive possible wage increase the positive 
curve of each firm successively shifts to the 
left, and in the end the result is as if each firm 
had a miniature replica of the aggregate nega¬ 
tive labor supply curve for the whole economy. 
The employment of labor within each firm will 
have been reduced under unionism, compareJ 
to non-union employment. In the whole sta¬ 
tionary economy the result will be that already 
described. 

And the partial-equilibrium bilateral-mo¬ 
nopoly analysis given earlier in this chapter 
must also be modified. As the union is con¬ 
sidered to raise the wage-rate line to succes¬ 
sively higher points on the settlement locus, 
the union "supply” curve must be thought of 
as shifting successively to the left (refer to 
Chart 110). 


d. The Distribution of Income 

Finally, let us look at the distribution of 
income in stationary Monopia, making our 
usual distinctions between non-union and 
union conditions and between simple and 
discriminating monopoly-monopsony. 

(1) Non-Unionism a/non% the Households, (a) 
Simple Monopoly and Monopsony. As already 
stated in our discussion of the general goals of 
economizing, the "official," vaguely idealized 
principle of income distribution in Monopia is 
the same as for the other economies: The 
largest shares of income shall go to those 
households whose factor services make the 
biggest "contributions" to the production of 
total income, i.c., to those whose factor 
services are the most "productive." To most 
Monopian citizens these catchwords are at¬ 
tractive and possess a high moral flavor; they 
sound as if every one should be paid in propor¬ 
tion to how hard and effectively he works. 
Actually, as we know from previous discus¬ 
sions, the words mean that each household 
is supposed to receive income payments in 
proportion to the quantity of factor services 
owned and the market evaluation of the 
services’ marginal physical products. 

In practice Monopian households, being 
"human" like the households of our other 
three private-enterprise economies, try to in¬ 
crease their incomes by attaining, wherever 
possible, a bargaining advantage in the 
markets. It so happens that under Atomisian 
conditions the households were unable to 
obtain any special bargaining advantages; nor, 
for that matter, were the firms owned by 
certain households. In that economy each 
factor service received the value placed on its 
marginal physical product because of the forces 
of pure competition. The wage and interest 
rates were equal to the purely competitive 
marginal revenue product. In Monocompia, in 
spite of the divergence between rates of return 
and purely competitive MRP' s, the forces of 
competition tended to remove abnormal profits 
and to yield each household a share of income 
proportional to the quantity of factor services 
it owned and to their marginal productivity 
(including productivity in sales promotion). 
But in Oligopia there was a very considerable 



606 


THREE LARGE PRIVATE-ENTERPRISE ECONOMIES WITH SOME MONOPOLY 


divergence between the purely competitive 
MRP's and the rates of return for the factor 
services. There the forces of competition 
were very weak. Abnormal profits persisted 
indefinitely. The firms owned by certain 
households could get and exercise special bar¬ 
gaining advantages over the other households. 

The same thing exists in non-union Monopia, 
though even more vigorously, because one 
firm in an industry is a more effective bargainer 
than a small group of firms. Atomistic house¬ 
hold sellers of labor and savings' services 
receive much less per unit than the competitive 
value of their MRP's. Abnormal profits persist 
and are larger than in any other economy. 

In short, income in the non-union economy 
of simple monopoly and monopsony is more 
unequally distributed than in any of our other 
societies because the bargaining advantage of 
firms in the product and factor service markets 
is greater than elsewhere. 

(b) Discriminating Monopoly-Monopsony. Un¬ 
der price discrimination for products and factor 
services we know that abnormal profits are 
increased; otherwise discrimination would not 
be universal in our "simple" economy. This 
fact makes for a more unequal distribution of 
real income. However, there is a counteracting 
circumstance :The market in which the demand 
curves are the less elastic are charged the higher 
product prices. Usually the markets with the 
less elastic demand curves are those in which 
the buyers have the higher incomes. And vice 
versa. Then if the rich must pay more and the 
poor less under discrimination, there is a re¬ 
distribution of real income in favor of the 
poor—a tendency to make income distribution 
less unequal. Now if we assume that, on the 
average among large numbers of households 
(recall pages 121-122), the capacity to ex¬ 
perience want-satisfaction is the same, then 
this tendency toward more equal distribution 
of income would result in an increase in total 
want-satisfaction; for under the equal-capacity 
assumption a dollar buys the same marginal 
utility for each household if the total money 
income is equally shared. Thus it is under an 
equal distribution of income that total utility 
is the greatest; and any lessening of income 
inequality tends to increase total utility. 
Against this tendency to lessen inequality 
must be weighed the tendency to increase it 


because of higher monopoly profits to firm- 
owners. At the level of analysis employed in 
this book, we are unable to say which tendency 
is the stronger. But we may suppose that, since 
the firm-owners are among the wealthy, 
against whom product-price discrimination is 
practiced, the equalizing tendency may well 
prevail. If so, we may say that discrimination 
provides a somewhat less unequal distribution 
of total income than does simple monopoly. 

(2) Under Unionism. We have seen that with 
a labor union in every Monopian industry 
there is likely to be a net redistribution of 
income in favor of the non-firm-owning house¬ 
holds. Total income is now likely to be shared 
more as it would be under competitive condi¬ 
tions if the unions can match the firms in 
bargaining strength and skill. To be sure, this 
does not happen through the application of 
purely competitive standards in the sale of 
products or factor services. It is reached 
through the pitting of one bargaining position 
against another. Nevertheless the effect may 
be much the same, and this is the important 
consideration. Through collective bargaining, 
unions will probably be able to make wage 
rates equal MRP's (but not purely com¬ 
petitive MRP's). 

It must be remembered, however, that if the 
unions push the wage rate substantially above 
the competitive level, they cause substantial 
chronic unemployment. In other words, in 
their effort to obtain larger shares of the 
national pie for their members they may re¬ 
duce the size of the pie, so that total want- 
satisfaction is diminished. 


2. Progressive Monopia 

For Monopia under our economic progress 
assumptions, we shall distinguish union from 
non-union conditions, and our interest will 
center in the two main, usual questions: the 
rate of capital accumulation, and the rate ol 
technological improvement. 


. Non-Union Conditions 
(1) Capital Accumulation. Under the assump- 
ions which give us steady upward economic 
rowth. sve find that in non-union Monopia, 
s in Oligopia, with either simple or advanced 
tchnology capital accumulates more rapidly 
han in Atomisia. And for the same reasons 
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as for Oligopia: (*) a more unequal <1 istribution 
of income, which becomes cumulatively more 
unequal under the Monopian laws of inher¬ 
itance; (£) a lower PC curve, i.e., a higher 
percentage of planned saving at every level of 
total income; and (c) the investment of all 
savings, under our assumptions. 

How does the non-union Monopia of 
advanced technology compare with Oligopia 
in respect to capital formation? If it is true 
that, as stated earlier, the distribution of in¬ 
come is somewhat more unequal in non-union 
Monopia, then by the above reasoning the 
rate of accumulation is somewhat more rapid. 

(2) Technology. In comparing technological 
change in non-union Monopia with that in 
Atoraisia, we find that most of the considera¬ 
tions which were important in Oligopia are 
also compelling here. Given the same degree 
of technological risk, there is much less 
competitive incentive to make innovations than 
in Atomisia and somewhat less incentive than 
in Oligopia. But the higher-profits incentive 
exists and of course is equally strong m 
Monopia. Of all our economies, there is in 
Monopia the most capital per firm and there¬ 
fore the most capital available for research in 
new techniques by each firm. But as in Oligo¬ 
pia, it is hard to discover the net effect of these 
circumstances. We cannot be certain that tech¬ 
nology advances more or less rapidly than in 
Atomisia or Oligopia. It may be that a mo- 
nopolist-monopsonist feels himself sitting so 
pretty, profits-wise, that he is disinclined to 
bother much with innovations. But we have 
no conclusive evidence on this. 

b. Union Conditions 

When unions exist in each industry, there 
are also opposing tendencies in respect to the 
rates of capital accumulation and technological 
progress. The '‘competition" of unions for a 
share of the abnormal profits of monopoly¬ 
monopsony gives firms an incentive to substi¬ 
tute technologically improved capital for labor. 
But the success of unions in obtaining shares 
of the profits from such substitutions and in¬ 
novations may in time come to dull the effec¬ 
tiveness of this incentive. The most importanr 
influence, however, is through the distribution 
of income. As we have seen, unions cause a 
less unequal distribution and, therefore, a 


higher PC curve. With smaller percentages of 
savings out of total incomes, there is likely to 
be a slower accumulation of capital. This 
retardation tends also to slow up technological 
progress. But, since the latter is not directly 
correlated with or dependent upon the rate of 
capital formation, it is possible that tech¬ 
nology moves no less rapidly in union than in 
non-union Monopia. 

3. Dynamic Monopia 

Finally, what of economic change in the 
over-all economic process in Monopia when 
the "dynamic" variables are admitted? Arc 
there cyclical fluctuations; and, if so, how long 
and severe are the phases of the business cycle? 
To throw some light on these important ques¬ 
tions we shall have to consider non-union and 
unionized Monopia separately. 

a. Non-Union Conditions 

We do find cyclical fluctuations in non-union 
Monopia. To discover their severity, we must 
know the prevailing price expectations of 
households and firms (including banks). We 
are particularly interested in the firms' ex¬ 
pectations because, as in Oligopia, they domi¬ 
nate the economic process, having "usurped" 
much of the sovereignty exercised by house¬ 
holds in Atomisia. For price expectations we 
find the same two possibilities as in Oligopia. 
(1) Product-price expectations may usually be 
elastic-upward and inelastic or unit-elastic 
downward. Upward elasticity may exist be¬ 
cause, when the atomistic households' price 
expectations turn elastic-upward and the 
households start bidding up product prices, the 
firms may be glad to reap the additional 
profits. But on the downswing, even though 
households might have elastic expectations, 
the firms dislike such movements and are in 
a position to prevent much lowering of prices. 
At the same time factor service price expecta¬ 
tions may be elastic downward and inelastic 
or unit-elastic upward. Downward elasticity 
may exist because firms recognize opportunities 
to enlarge immediate profits when these prices 
start and continue to fall due to the down- 
bidding of atomistic households whose ex¬ 
pectations are elastic downward. On the up¬ 
swing, however, the households can exert 
little influence compared to that of the firms, 
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who wish and are able to hold factor-service 
prices relatively constant. (2) Both product 
and factor-service price expectations may be 
prevailingly unit-elastic or inelastic upward or 
downward among firms because of their ability 
to hold these prices and their wish to do so. 
They may well wish to keep prices steady 
through both upswing and downswing because 
of previous unfortunate experiences with profits 
and losses. They may believe that, if they 
reduce product prices during a downswing, 
the households will get used to them and 
resist upward changes later. They may also 
believe that if they allow product prices to 
rise far during a boom, there will be a cata¬ 
strophic fall after the bubble bursts. They 
may reason, further, that to let factor-service 
prices rise much during a boom will cause 
psychological and profit difficulties after the 
downswing starts and reductions are in order; 
and to let them fall much during a downswing 
will also cause profits trouble after recovery 
has begun. 

With the first sort of expectations, the 
cyclical fluctuations of prices in non-union 
Monopia can be at least as severe as those in 
Atomisia. They may even be worse, because 
one set of prices (product or factor service) is 
held relatively rigid while the other swoops 
violently down or up. (The reasons arc the 
same as those given for Oligopia and need not 
be repeated here.) And the duration of the 
fluctuations may be much longer than in 
Atomisia. But if the second sort of expecta¬ 
tions prevail, the violence of the cylical price 
fluctuations is much less. If for other reason* 
(to be mentioned |ust below) there are rather 
substantial changes in total spending in the 
economy, the fluctuations reveal themsclve* 
mainly through changes in total output and 
input. 

For the reasons given in our Oligopian 
analysis we find the first kind of price ex¬ 
pectations in non-union Monopia. Most of 
the cyclical ups and downs are not in the 
general price level but in employment anJ 
output. The latter fluctuations are of greater 
duration than in Atomisia. There are employ¬ 
ment-output fluctuations because there are in¬ 
creases and decreases in total consumption and 
investment spending, which follow from GO a 
certain amount of bunching in making innova¬ 


tions or investments in improved capital 
goods; (£) the length of the production periods 
for such goods and for agricultural products; 
(0 the tendency of the atomistic households 
to have somewhat less inelastic expectations 
upward or downward than the firms; and (J) 
the changes in the quantity of money result¬ 
ing from a certain amount of change in bankers' 
expectations. 


b. Under L<ibor Unionism 

We come finally to the interesting question, 
How do the households’ labor unions influence 
the severity and duration of Monopian busi¬ 
ness cycles? In attacking this problem we 
continue to assume that unions are operated 
as described previously: The leadership is re¬ 
sponsive to the membership and tries rationally 
to maximize the utility of all members. What 
then will the unions wage rate policies be in 
the downswing and in the upswing? 

Obviously we must try to learn the nature 
of unions' price expectations and the effect of 
unionism on the price expectations of house¬ 
holds as atomistic buyers of products and of 
firms both as monopolists and monopsonists. 
As to the first item, we come to the wage-rate 
policies of the unions. One might say at once 
that, since each union is always trying to reach 
the highest possible indifference curve by 
bargaining for the highest possible real wage 
rate, each union will vigorously resist any 
proposal by its firm to lower the wage rate 
during a downswing and will try with cqua 
vigor to outdistance any increase in the general 
price level during an upswing. But such a 
conclusion would be unwarranted for rationa 
unionism. The unions' wage-rate policies and 
expectations must depend in part on what they 
believe the price expectations of the other 
economic units arc, particularly the firms. Thus 
to answer our question about the effect oi 
unionism on other expectations, we must learn 
the effect of these other expectations on those 
of the unions. All expectations are mutually 
determined and determining. 

In order to break out of this circle et u> 
assume that we are at the early part of a down¬ 
swing. And to understand more clearly the 
effects of unionism, let us for the time assume 
that the price expectations of firms and house¬ 
hold-consumers can be elastic as well as in- 
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clastic or unit elastic. Suppose then that for 
some reason (such as a decrease in the quantity 
of hank money or an increase in the demand for 
cash balances, with new investment falling 
below planned saving) product-demand curves 
have shifted leftward and a modest but defi¬ 
nite fall in the general price level has occurred. 
The firms then ask their unions to take wage- 
rate cuts. Since each firm thinks only of its 
own situation, firms argue that the wage-rate 
reduction will shift AO AIO's down in relation 
to the recently lowered AfRP-net /fRP’s (or 
will shift MC-ATC's down in relarion to the 
recently lowered MR-AR's ) and will thus keep 
outputs and employments from falling farther 
—in fact may restore them to their original 
positions. What do the unions reply? They 
say that wage rates are an element of hou>c- 
holds* “purchasing power" as well as of firms' 
costs. They claim that, since wage payments 
arc only a fraction of total outlays by firms, 
the percentage reduction in wage rates will be 
greater than the ensuing percentage decrease 
in product prices, so that households’ re.il 
wage rates will fall. They argue that, if wage- 
rates arc reduced, not only will MC-ATC curves 
shift down; AR-MR curves will shift even 
further to the left, with no certainty whatever 
that output and employment will be restored. 

These arc the arguments. But the unions’ 
decision on wage-rate policy in this situation 
depends mainly on what they believe firms' 
(non-banking and banking) and households' 
price expectations are now and will be if the 
cut is accepted. The unions may agree to a cut, 
and bargain only on the amount of it, if they 
think bankers arc not disposed to reduce the 
quantity of money; if they think there will 
be no further general increase in the demand for 
cash balances (no further shift to money from 
commodities and securities), so that the total 
money demand for consumption and invest¬ 
ment goods will shrink no further (if the 
unions think the price expectations of other 
economic units arc no worse than unit-elastic); 
and if, consequently, the unions estimate that 
the general price level will fall no further. 
On the other hand, if organized labor thinks 
firms will interpret the acceptance of a de¬ 
crease as an indication that further wage-rate 
reduction will be forthcoming—i.c., if the 
unions believe that firms' (including banks’) 


expectations are clastic downward—and if the 
unions think households as consumers antici¬ 
pate further drops in product prices, it is pretty 
clear that they will refuse the firms demand. 
They resist furthering what they believe is a 
prevailing Jellationary “psychology.’ 

What elfect does this stand have on the 
decisions and expectations of firms and house¬ 
hold-consumers? It is hard to say. The firms 
may insist on the decrease, and deadlocks may 
occur, with subsequent strikes or lockouts 
resulting in further declines in total spending, 
output, and employment. If the employers win, 
there may be an end to the deflation, but only 
if expectations are now inelastic or unit-elastic 
so that there is no further drop in investment 
and consumption spending or in the quantity 
of money controlled by banks. It is doubtful 
that a wage-rate decrease near the beginning of 
a downswing will turn expectations in the 
necessary direction; banks are still too near 
their reserve limits, the demand for new capital 
goods is still loo close to the “saturation" 
level, and people have not had time to purge 
themselves of deflation attitudes. But if the 
unions win, or if the employers withdraw 
their demand, so that wage rates stay put, any 
previous tendency to clastic-downward ex¬ 
pectations may be stopped. The question then 
is. Will full utilization of resources and output 
be restored, at the price level that existed 
before the original decline began? It is possible 
that because of the unions' victory the house¬ 
holds, banks, and other firms will now expect 
DEP s to rise relative to CP's. In this event the 
quantity of money will increase again, the 
rate of consumption and investment spending 
will rise, and net investment will match 
planned savings once more, thus increasing 
output, employment, and prices to the original 
level. It seems most likely, however, that ex¬ 
pectations would be unit-elastic. In this case 
the rigidity of wage rates, although effective 
in preventing a cumulative business decline, re¬ 
sults in a sort of "stagnation" at a level below 
that of full output and employment. In this 
event there is no rise in the quantity of money 
and in investment or consumption spending 
to bring net investment back up to the origi¬ 
nally planned saving. Instead, through the 
negative multiplier effect, the amount of 
planned saving is reduced, through the re- 



610 


THREE LARGE PRIVATE-ENTERPRISE ECONOMIES WITH SOME MONOPOLY 


duccion in total income, to the lower amount 
of net investment that occurred during the 
original deflation. This is the less-than-full- 
employraent equilibrium which we said (page 
499) was impossible with all prices flexible, as 
in Atoraisia, but possible with one or more 
important prices rigid throughout the economy. 

If the unions had granted the wage-rate cut 
in the belief that the price expectations of 
the other economic units were inelastic down¬ 
ward and if this belief proved correct, full 
output and employment would have been re¬ 
stored rather quickly. With only unit-<lastic 
expectations, however, the wage-rate reduc¬ 
tion would not have resulted in full employ¬ 
ment unless the reduction were greater than 
the original decline in the other prices. There 
must be a decline in the real wage rate under 
these circumstances. 

As already indicated, the Monopian unions 
are likely to resist wage-rate cuts in the early 
parts of business downswings because they 
correctly believe that price expectations then 
are elastic downward. But in the latter part 
of the downswing wage-rate decreases are 
much more likely to stimulate business revival 
because, as we recall, expectations are ready 
to turn inelastic in this phase. If Monopian 
unions believe that the recovery will begin 
without wage cuts, they continue to hold 
firm. But if they find business scraping bottom, 
they may well agree to a reduction in order to 
facilitate the upturn. 

During the upswing, of course, it is labor 
that takes the initiative. If, during the latter 
part of the downswing, unions had agreed to 
reductions so that the level of wage rates is 
now substantially lower than at the beginning 
of the downswing, then early in the upswing 
the Monopian unions do not demand wage-rate 
increases, for two reasons :(1) Even in Monopia 
there has been significant unemployment of 
resources during the depression. Consequently, 
when the demand curves for consumption and 
investment products start shifting rightward, 
there is no immediate increase in the prices 
of factor services or products. With unemployed 
resources available there is no need for inter¬ 
industry bidding-up of their prices. And with 
negligible increases in the product prices which 
make up the "cost of living," the unions feel 
very little pressure from household members 


for maintenance or increase of the real wage 
rate. (2) The elastic-upward price expectations 
of the other economic units may not be firmly 
in force until the business recovery is definitely 
established. The unions may fear to tamper 
with business attitudes in the early stage. But 
later, when the price level has risen sig¬ 
nificantly and price expectations are unmistak¬ 
ably upward-elastic, the unions move in. 
Curiously perhaps, they meet little resistance 
from firms. For there is a time lag between the 
incurring of production costs and the sale of 
the products whose prices are expected (at the 
time when the union demands are made) to 
rise and rise again. Firms of course argue 
against the demands, but the arguments lack 
conviction, for profits are improving all the 
time. The only real contest is over the amount 
of the increases. Not until the boom shows 
signs of fading is there vigorous employer 
resistance to demands for increases. We see, 
then, that while wage-rate increases do raise 
the firms’ MC-ATC curves at any time, the 
granting of increases during any inflationary 
period docs not reduce output or employment. 
The reason is that AR-MR curves shift right- 
ward faster than cost curves move up and to 
the left. 

There arc in fact a number of possibilities 
about the effects of unionism on Monopian 
business cycles. It is seriously to be doubted 
that unions increase the amplitude of fluc¬ 
tuations. On the contrary, there is a chance 
that they substantially retard the downs and 
ups. But at the same time they may help to 
produce a sort of stagnation around a position 
of less than full output and employment. How 
"low" such a level might be cannot be stated. 

4. Welfare Conclusions 

Ic remains for us to draw our over-all con¬ 
clusions about the nature and extent of eco¬ 
nomic-political welfare in non-union and union 
Monopia. So far as the non-union economy is 
concerned, we obtain much the same results 
as for Oligopia—except that, because of the 
lack of much economic and political advertis¬ 
ing, we find the Monopian citizens less in¬ 
formed than the Oligopians about their eco¬ 
nomic and political alternatives-about the 
costs and utilities of obtaining economic and 
political knowledge and about the costs and 



THE ECONOMIC PROCESS IN MONOPIA 


611 


utilities of various alternative economic and 
political goods. Consequently, even though 
the citizens of non-union Monopia, like those 
of Oligopia, are in general content with the 
economic-political status quo , we must conclude 
that they have failed to maximize their social 
as well as their purely economic want-satis¬ 
faction. There is a misallocation of both 
economic and social resources. 

In thoroughly unionized Monopia these 
allocations are better and the amounts of over¬ 
all want-satisfaction are greater insofar as 
there is a fair balance between the bargaining 
power and skill of unions and firms. Union 
knowledge and strength is substituted for 
individual household ignorance and weakness, 
so far as the sale of labor services is involved. 
In the lending of savings and the buying of 
products there are still the economic mis- 
allocations resulting from the dominance of 
monopsony and monopoly. If the unions 
dominate the firms, there is again a serious 
misallocation of economic resources and a 
diminution in total want-satisfaction from 
economic goods. 

We have assumed that the unions are not 


engaged in political activities, that there is 
no labor party seeking election to the seats 
of government. This assumption is perhaps 
somewhat unrealistic, in view of the complete 
organization of Monopian workers, but it 
best suits our aim of discovering what happens 
under a completely laissez-faire policy of 
government. If the unions were in politics, 
the households might be better informed about 
some political alternatives. There also might 
be only a lot more one-sided propaganda. As 
it is, the political ignorance of the citizens of 
unionized Monopia is about the same as in 
non-union Monopia. 

Considering both the economic and the 
political fields, we conclude that, unless the 
unions are much stronger economically than 
the monopsonist-monopolists (which is un¬ 
likely), the allocation of economic-political 
resources and the total amount of want- 
satisfaction is higher with unions than 
without them. But, because households arc 
unorganized as consumers and lenders, and be¬ 
cause they are politically "dumb,'’ we can¬ 
not say that the improved allocation is neces¬ 
sarily the optimum, maximizing one. 
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A Large Authoritarian Economy 


Introduction 

1. Reasons for Studying a Model Large 
Authoritarian Economy 

For all our hypothetical large private- 
enterprise economies we assumed political 
democracy; and we assumed that the govern¬ 
ments followed a complete hands-off policy 
with respect to the economizing of households 
and firms. All the significant economic deci¬ 
sions were assumed to be made by the private 
economic units. To be sure, the governments of 
these economies did produce a few important 
products for the households, such as court 
justice and protection against fire and crimi¬ 
nals. And to pay the households whose 
productive factors contributed to the creation 
of these products the governments taxed all 
the households. But government was small 
rather than big business, and its economic 
decisions were extremely minor in the 
economics-as-wholes. Therefore we held off 
considering the economizing of government in 
private-enterprise societies, reserving our study 
of that problem for Part Three of this book, 
when we deal with the United States of 
America. 

But in the real world today there arc 
societies in which the governments are mainly 
authoritarian, both in the economic and 
political sense. Political democracy as known 
in the private-enterprise economies usually 
does not exist. Here government is also engaged 
up to the hilt in making important economic 
decisions; it is by far the chief economizer, and 
private enterprise is either greatly restricted or 
forbidden. Individual households may or may 
not possess a fair degree of freedom to make 
choices among economic alternatives, but 
privately owned firms with freedom of decision 
are seldom found. In such economies the 
economic decisions of government go far 
beyond choosing how much tax revenue to 
obtain from various sources for the financing ol 
a few government products or services. 
Authoritarian governments almost a I way* 


decide how much saving and net investment or 
capital formation there shall be. They often 
directly determine how much labor and 
capital shall be allocated to the production of 
various consumption products and how these 
products shall be distributed among the 
households. 

Our first reason for studying a model 
authoritarian economy is thus the fact that 
such economies are found in the real world. A 
second, closely related reason is that, in recent 
years particularly, there has been a tremendous 
amount of debate and controversy as to the 
relative merits and "practicabilities” of 
private-enterprise versus state-enterprise 
economies and there has been a pronounced 
tendency of economies to move either "right" 
to fascist dictatorships or "left" to socialist 
governments. The issue, in short, is “red-hot." 

Which brings us to a third reason: Why 
should any one advocate an economically and 
politically authoritarian economy, with its 
limitations on individual economic and politi¬ 
cal freedom as known in the private-enterprise 
societies? It is because in many large private- 
enterprise economies the exercise of these 
individual freedoms has often led to serious 
economic mal-functioning in the society as a 
whole. It has bred, under modern conditions, a 
great deal of insecurity for a great many 
households—mainly the insecurity of un¬ 
employment of productive factors. It has often 
given rise to large inequalities in the distribu¬ 
tion of resource-ownership and of income 
therefrom. These inequalities have in turn 
frequently led to conflict between the low and 
the high-income households, the conflict being 
expressed mainly between labor unions and 
firm-owners (or their managers) and resulting 
sometimes in various degrees of economic 
paralysis. Under these conditions the indi¬ 
vidual economic and political liberties some¬ 
times come to have little attraction to the 
under-privileged, who become willing to 
support a leader who promises them security 
and equality of income under an authoritarian 
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government. To be sure, the necessity or 
desirability of authoritarianism is seldom 
stressed by such a leader. But even if it is, his 
followers are doubtless little perturbed, for 
they expect to participate in the ■bossing” of 
the other households, which they now blame 
for their insecure and inferior positions. 

In addition to insecurity, uncertainty, un¬ 
employment, unequal distribution of income, 
paralyzing internal strife, and economic stag¬ 
nation—all of which may lead an economy's 
households voluntarily and rationally to seek 
a change in the organization of their society— 
there may be other reasons why the households 
are willing to give up a social organization 
based on the principles of individual economic 
and political freedom in favor of an organiza¬ 
tion that promises much greater security and 
certainty: If households are partially ignorant 
of the actual economic-political alternatives, 
they can be swayed by appeals to their preju¬ 
dices and emotions to make decisions that may 
be irrational in terms of the true alternatives. 
Or they may not be consulted at all about the 
change in social organization; they may be the 
victims of a coup engineered by an organized, 
well-disciplined minority who have been able 
to seize the instruments of political power— 
the armed forces and the important media of 
communication, transportation, and produc¬ 
tion (the radio and other public utilities). 
They may also be rather apathetic and docile 
about any change. 

However a new government comes into 

E ower—through a democratic majority vote or 
y a violent coup —it is bound to try to achieve 
economic-political stability and to convince 
the households of the sincerity and success of 
its attempts. In its efforts the government has 
at its command, to use if it chooses, all the 
media of coercion and persuasion. If power 
was achieved democratically, persuasion is 
probably all that need be used. Insofar as it has 
achieved power by other than peaceful, 
democratic means, it has enemies (opposition 
households) within the economy. And so long 
as these enemies are believed to constitute a 
threat to the continuing tenure of the govern¬ 
ment, the government is likely to operate in a 
politically authoritarian manner, destroying 
tts enemies by death, imprisonment, or banish¬ 
ment. In any case the government usually takes 


out of private hands the ownership of the non¬ 
human productive resources. Or if it leaves 
these resources in the ownership of private- 
households, it dictates to these households 
what their employment and net investment 
shall be. It does either of these things mainly 
to achieve full employment of existing re¬ 
sources and to insure smooth economic prog¬ 
ress. If state ownership is effected, another 
reason for this may be that the government can 
in this way most easily effect the distribution 
of income that it desires; this is done by dis¬ 
tributing the earnings of ownership (the non- 
labor income of the economy) among the 
households on the basis of need or on some 
other basis. 

If the government is a democratic one, state- 
ownership may be achieved by buying out the 
private stockholders with government-created 
money. Bondholders (contract-saving house¬ 
holds) may also be paid off in the same way. 
A force-using dictatorship may of course 
simply expropriate or seize the assets without 
compensation to the previous private owners. 

In this book we call any economy ''authori¬ 
tarian” in which the government rather than 
the private economic units—individual house¬ 
holds and firms—makes the main economic 
decisions which determine the allocation of 
resources, the extent of resource-utilization, 
and the rate of economic progress. This defini¬ 
tion is broad enough to cover economies which, 
from the purely political standpoint, might be 
considered democratic rather than authori¬ 
tarian, i.e., economies in which there are still 
two or more political parties competing for 
households' support and in which the house¬ 
holds in free elections express their preferences 
about the economic-political programs pro¬ 
posed by the parties. 

By this time in his general education, the 
student is doubtless aware not only that there 
has been a continuing controversy about the 
relative advantages and disadvantages of 
private-enterprise and public-enterprise social 
organizations but also that a considerable body 
of more or less dogmatic argument has de¬ 
veloped favoring the re-organization of 
economies from privately into publicly 
directed ones. The core of this dogma is the 
Marxian "bible,” i.e., the writings of Karl 
Marx, the father of ''scientific,'' systematic 
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socialist-communist doctrine- In brief, Marx 
and his followers have held that “capitalism,” 
i.e., the social organization built around 
economic decision-making by private units, 
contains within itself the seeds of its own 
undoing and decay, these seeds growing into 
such unemployment, inequality of income 
distribution, general insecurity, internal con¬ 
flict, and "imperialistic” international conflict 
that the economic system breaks down or runs 
in very low gear. Under these circumstances 
the lower-income, "exploited,” non-owner 
masses of households are bound to revolt 
against the households who have owned the 
productive resources and controlled political 
policy. The leaders of the “masses” seize power 
and establish a "dictatorship of the prole¬ 
tariat” in order to achieve and hold the 
"liquidation" of private ownership. For an 
indelinite period, then, we have (at least 
according to the Russian interpretation of 
Marx) state socialism, under which the one- 
party "proletarian” government makes the 
important economic decisions and directs the 
flow of economic activity. During this period 
the government not only by force liquidates 
private enterprise (including free labor unions) 
and political opposition, but also docs its 
utmost to convert all the households to full, 
voluntary, and enthusiastic cooperation with 
the program. When full unity and cooperation 
has been achieved, the state or government as 
such is to "wither away,” leaving only the 
various economic units freely cooperating with 
each other and freely sharing the total output 
in common. This is the communistic stage. 

Those who hold to the above dogma are very 
zealous in their belief about its correctness and 
in their efforts to proselyte others to their 
belief. In fact the Marxian doctrine may be 
said to inspire most of its adherents with 
religious fervor, and they anticipate the time 
when all the households of all nations shall 
have been converted to their religion, and shall 
be faithfully practicing its positive precepts. 
To them this time marks the economic- 
political “millennium.” 

Thus far, of course, not all the world's 
households have become Marxian believers. 
The first Marxian state was established in 
Russia toward the end of World War I. As we 
shall see when we study the Russian economy. 


the accession of the Bolshevik party to political 
and economic power following Russia's mili¬ 
tary defeat did not follow precise Marxian 
lines, for Russia was not industrialized and 
capitalistic in the Marxian sense. And among 
the countries in which "communism" (actu¬ 
ally Marxian socialism) was established after 
World War II there have been significant 
"deviations" from the Russian interpretations 
of Marxism; these deviations lead one to 
believe that nationalism or devotion to 
country is a force given too little attention in 
Marxian doctrine. Furthermore, many persons 
(e g., the so-called Fabians in Great Britain) 
believe in the peacefully evolutionary as 
opposed to the violently revolutionary method 
of attaining socialism; they believe that 
socialism can be achieved without establish¬ 
ment of dictatorship and without loss of 
political freedom. The experience of Great 
Britain, New Zealand, and Australia since 
World War II indicates that—given the 
British background at least—peaceful and 
democratic socialism is a definite possibility. 
Third, the resistance-power of the "capital¬ 
ists” in a fully industrialized economy seems 
to have been underestimated by Marx, who 
seems to have expected that, because of the 
decay and effort-paralysis of capitalism, eco¬ 
nomic-political power would fall like ripe 
fruit into the laps of the revolting proletarians. 
The experience of Italy and Germany between 
the two world wars indicates that the capital¬ 
ists may well have enough vigor remaining to 
create effective "right-wing reactions” to 
communist movements. In these countries the 
industrial leaders financed and supported 
“leaders” who were able to attract the 
“masses” away from communism or socialism 
to a program which combined, in varying 
proportions, intense nationalism, the glorifica¬ 
tion of the "race,” and economic stability with 
full employment. To be sure, once the leaders 
had established dictatorships (thorough-going 
economic and political controls), the capitalist 
sponsors came to be sub|cct to the leaders just 
as labor unions and other elements did. But 
these dictatorships, which were known as 
“fascist," were in no sense Marxian. 

Thus we see that, even though, with the 
military defeats of Germany and Italy during 
World War II, the Marxian brand of dictator- 
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ship has spread over or threatened most of 
Europe and Asia, its existence is not necessarily 
inevitable as the Marxian dogma supposes. 
But that authoritarianism in some form, as here 
defined, and private enterprise are the two 
main "practical” economic-political alterna¬ 
tives today can not be doubted. Though we 
must recognize that intermediate mixtures of 
the two may well be possible, we are obligated 
to consider whether any authoritarian society 
can conduct its economizing so as to do a 
rational job of maximizing want-satisfaction. 
Our task is to discover what government 
directives might be used, instead of the work¬ 
ings of the free price system, to allocate re¬ 
sources "correctly" to attain full resource- 
utilization, and to insure steady economic 
progress. We also wish to study what are the 
probable social costs of attempting to attain 
these goals through government control. 

2. Review of Universal Economic Principles 

We shall learn that the basic principles of 
economizing that we have already studied arc 
applicable also to an authoritarian economy. 
In other words, these principles are of universal 
application, no matter what the social 
organization is. This is a point that the 
student should never forget. Let us therefore 
briefly review them. 

Our best models for the application of these 
principles have been the isolated frontier 
household and, with the exceptions noted, 
progressive Atomisia. From the standpoint of 
resource-allocation among present-consump¬ 
tion products, the total utility of a society, 
given the distribution of resource-ownership 
and income, is maximized when the marginal 
social cost of moving a unit of resources from 
one productive employment to another just 
equals the marginal social utility derived from 
moving it. To continue to move resources to 
another employment would cause a greater loss 
in the first employment than gain in the second, 
so that total utility would be diminished. In 
Frontierland this maximization occurred when 
the ratios of the marginal physical outlays of 
the productive factors in all employments were 
equal to the ratios of the respective marginal 
utilities obtained by the household from the 
products created in these employments. In 
other words, one physical unit of resources 


then produced the same marginal utility in 
the production of all goods. In Atomisia 
the conditions of pure and perfect competi¬ 
tion effected the same result (except as noted 
just below). Here, among all firms, the 
money price of each factor service was equal 
to the money (market) value of the service’s 
marginal physical proJuct or purely competi¬ 
tive AtRP; one dollar spent on the service 
provided the same MRP for all firms. At the 
same time, the price of the product produced 
by each firm was equal to the purely competi¬ 
tive marginal cost of producing it. (But in 
Atomisia, because the factors were employed 
by firms producing only for their own private 
profits, there was the possibility, even likeli¬ 
hood, that marginal social costs would not be 
precisely equated throughout with marginal 
social utilities, because certain costs (such as 
water and air pollution) and certain utilities 
or revenue products (such as the benefits 
received by other firms through the investment 
of a particular firm in training labor or draining 
a swamp, etc.) did not enter into the calcula¬ 
tions of the firms. However, under Atomisian 
conditions, such deviations were not of much 
consequence.) 

Thus, with respect to present-consumption 
goods, each household tried to maximize its 
utility and each firm tried to maximize its 
profits. In doing so, each unit accepted the 
prices of products and factor services as given 
data (in equilibrium). The maximizations were 
gained only after trial-and-error adjustments; 
but in the end, given the basic conditions, a 
general equilibrium existed. 

Now the equilibrium product and factor- 
service prices which each economic unit 
accepted as beyond its own control were deter¬ 
mined as follows: By imagining different 
possible prices for each product and factor 
service, and with given money income and 
preferences, each household had a demand 
schedule for each product and a supply schedule 
tor each factor service; and—given technology, 
product demand, and factor service supply- 
each firm had a demand schedule for each factor 
service and a supply schedule for its product, 
ihe suras of the various individual schedules 
provided a group supply schedule and a group 
demand schedule for each product and a group 
upply schedule and a group demand schedule 
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for each factor service. The interaction of each 
demand schedule with the appropriate supply 
schedule determined the equilibrium price of 
each product and factor service. Then in 
Atomisia the structure of relative prices came 
in the long run to be such that all markets 
were cleared; the quantities of products 
demanded by households, at the finally pre¬ 
vailing equilibrium prices, just equaled the 
quantities which firms were willing to supply, 
and the quantities of factor services demanded 
by firms, at the finally prevailing equilibrium 
prices, just equaled the quantities which 
households were willing to supply. 

In allocating resources between leisure and 
work-for-income and between present con¬ 
sumption and saving-investment, i.e., in the 
decisions affecting the quantities of resources 
and determining the rate of economic progress, 
the frontier household operated so that the 
outlay of one hour of time provided the same 
utility in leisure as in goods bought with 
income, and so that one unit of resources 
provided the same utility in present as in 
future consumption. Here too want-satisfac¬ 
tion was maximized; the quantities of re¬ 
sources were optimal; and smooth economic 
progress existed at the optimum rate. In 
progressive Atomisia the conditions of pure 
and perfect competition operating through the 
money-price system plus the assumed stabiliz¬ 
ing monetary effect achieved the same results, 
with full utilization of resources assured. 

It is emphatically to be remembered that the 
unity and cooperation within the social 
organization that is necessary to such success¬ 
ful economizing was effected in the frontier 
household by the blood-tic relationships 
among the family members and in progressive 
Atomisia by the assumed conditions. 

Three other important points must also be 
held in mind with respect to the big economy, 
Atomisia: First, given the wants, the resources, 
and the technology, a general prices-quantities 
equilibrium was inevitably attained. Second, 
this equilibrium was not, under our assump¬ 
tions, achieved at one fell swoop. It was 
reached only after a succession of tentative, 
trial-and-error adjustments, each of which 
(like the second kind of •cobweb’' analyzed in 
Chapter 25) brought prices (and quantities) 
closer to the equilibrium ones. Third, in 


making their economic decisions the house¬ 
holds and the firms did not actually or necessa¬ 
rily draw indifference and outlay curves (any 
more than a college professor of economics does 
in his own economizing). They behaved as if 
they did; and ihe decisions toward which they 
groped were based on the very principles that 
are given precise expression in indifference and 
outlay curves. But to have taken the time and 
effort to devise the curves would have cost 
more than the utility gained. So they “solved” 
the mathematical equations expressed on the 
curves in a rough and ready, but in the end 
effective, manner. 

3. The Plan of Analysis 

As already stated, it is the task of an authori¬ 
tarian government to achieve the same results 
as those attained by the frontier household and 
by progressive Atomisia. But this is a very tall 
order; and the question immediately arises, 
Can any group of government officials, no 
matter how intelligent and how much moti¬ 
vated by a zeal for the common good, manage 
to do what was done so effectively in an "un¬ 
conscious" and automatic fashion by the im¬ 
personal price system in the selfishly motivated 
purely competitive economy? Is authoritarian¬ 
ism a “practical" form of social organization 
for economizing? 

Our use of the word “practical " above shows 
that we arc now in political economy up to our 
necks. For government officials and politicians 
must, almost above everything else, be 
practical; even in a dictatorship they cannot 
well afford to embark on programs which may 
run counter to their conceptions of human 
nature; which may rake very large amounts of 
time and effort in comparison with anticipated 
benefits; and which therefore may arouse 
considerable antagonism or scorn. All of which 
is to say that an economic program involves the 
weighing of political costs and utilities and that 
any government is always under pressure to 
demonstrate its survival value to its citizens. 

All these things will become apparent in the 
next chapter, where we study a hypothetical 
authoritarian economy known at first as 
Dictatia. The importance of "practicality m 
authoritarian economizing leads us to indulge 
also in writing a bit of hypothetical economic- 
political history: We shall consider Dictatia, 
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from the time of its revolutionary pregnancy 
and birth, through several stages of evolution. 
This is done, let it be emphasized, not because 
we are inclined to emulate the writers of 
fantasy or whimsy but because such a pro¬ 
cedure, we believe, best illustrates the impor¬ 
tant points that must be made. And it should 
also be clearly understood that the steps 
through which we lead Dictatia are not an 
inevitable or unique sequence. A real-life 
Dictatia might pass through one of several 
other equally possible sequences; or, if its 
leaders were at the beginning wise and fortu¬ 
nate enough, it might attain the latest stage 
at one stroke. 

The general plan of our discussion in Chapter 
29 is to begin with a highly autocratic, 
repressive, centralized governmental system of 
production control and trace the rise of a 
relatively democratic, decentralized system of 


government-directed economizing. As usual, 
we begin by considering the setting for 
economizing—the general nature of the house¬ 
holds' wants, of resources and technology, and 
of the organization for making economic 
decisions. We shall not give detailed, separate 
attention to the economizing of individual 
household and production units. We deal with 
these matters only insofar as they arc signifi¬ 
cant to an understanding of over-all economiz¬ 
ing. In dealing with the over-all allocation of 
resources among present-consumption products 
and with the distribution of income we may 
usefully assume for the moment a stationary 
economy. In dealing with the extent of 
resource-utilization and with the changing 
amounts of resources (economic progress) 
we introduce progressive and ’‘dynamic” 
assumptions. This is in accordance with our 
usual procedure. 


Part Two • Section D 



The Economic Process In 
Dictatia-Rulenia 


A. The Selling for Economizing 

1 The wants of the household) 

2 Resources and technology 

3 The organization for making economic de- 
cisions The goals and methods of economizing 

4 A brief overview 
5. Markets 

B The Process of Economizing 

1. The stage of production quotas during the 
period of centralized control 
a The allocation of existing resource* among 

K esvnt-consumDtion good* 

stribution or consumption output among 
households 

c. The determination of the quantities of re¬ 
source* The rate of economic progress 
0) The labor resource 
(2; The capital resource 
d Allocation of resources assigned to new 
capital goods 

e The extent of resource-utilization 
2 The stage of centralized administration of The 
Rule 

a The allocation of resources among present- 
consumption goods 

(I) The purely competitive method again 
(2; The Dictatian method 

(a) Product-demand and labor-supply 
"curves” 

(b) Product-supply and labor-demand 
"curves" 

i. The economizing for individual 

S lants 

pecial plant problems 
The economizing for industries 
Profits and losses among particu¬ 
lar plants and industries 
Determination of total account¬ 
ing-money income 

(c) Equilibrium prices and quantities 
of products and factor services 
b. The distribution of consumption-product 
income . . t 

c The determination of the quantities ot re¬ 
sources The rate of economic progress 
d Allocation of saving-investment among 

K cific capital uses . 

: extent of resource utilization 
f. Summary 

The stage of decentralized administration of 

Dktfc^becomes Rulenia The end of full eco¬ 
nomic dictatorship Free markets for consump¬ 
tion products and labor 
The end of political dictator'hip 


u 

in 


IV. 


A. The Sbtting for Economizing 

The lime has now come for us to leave the 
private-enterprise segment of the economic 
continent. We are privileged now to enter and 
study an economy in government-enterprise 
territory. We say "privileged" because it is 
often stated in the private-enterprise sector 
that an "iron curtain" separates the two parts. 
Be that as it may, we are permitted to visit 
a socialistic state. Its name is Dictatia-Rulenia. 

1. The Wants of the Households 

In this country, known to us first as Dictatia, 
a "household" is exactly the same kind of 
unit it is in Atomisia, and we may assume that 
there is exactly the same number of households. 
They want the same kinds of goods—food, 
clothing, shelter, health, recreation, educa¬ 
tion, and so forth. But there is one large and 
very important difference between Atomisian 
and Dictatian wants. In Dictatia the govern¬ 
ment, which has exclusive control over all 
formal means of communication, can exercise 
considerable influence on the specific items in 
these categories which households want. This 
influence, for the lack of competing ones, is 
more effective than any particular firms 
advertising in Monocompia or Ohgopia. The 
government also has exclusive control over all 
formal means of production; that is, in the 
last analysis, it can decide what products are 
to be produced. And since the Dictatians are 
isolated from the people of other countries, the 
government exercises a large degree of control 
over households' wants. 

The government tells the households what 
they ought to want over the government radio, 
in government newspapers, and through other 
government media. This influence is not essen¬ 
tially bulldozing. The Dictatians are rather 
docile and arc used to paternalism; they do not 
seem very much to mind "being told. i>ut 
they are human. And the government actually 
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does have to satisfy their basic human drives. 
Otherwise they might revolt. No, the govern¬ 
ment does not, literally,dictate what the house¬ 
holds shall want. Rather it employs persuasion, 
wheedling, flattery, and all the other tactics 
that you and I have come to call * propaganda. 
We may also call it “advertising," as we diJ 
for Monocompia and Oligopia. The govern¬ 
ment calls it “education.” Whatever it is 
called, its effect is the same: Households are 
persuaded that the government-plugged prod¬ 
ucts are desirable. They want these products. 

The government also influences households' 
wants by its control over production. Since 
Dictatian households do not know what prod¬ 
ucts are available in other countries, they 
want only the products they see in the stores or 
hear or read about. In this respect, of course, 
they do not differ from the households in our 
model private-enterprise economies. 

2. Resources and Technology 

The basic resources available to government 
firms for making products to satisfy house¬ 
holds* wants are assumed, as we take our first 
look at Dictatia, to be about the same in 
quantity and quality as those existing in 
stationary Atomisia. There are the same main 
categories of production factors and factor 
services. 

In Dictatia, however, we assume that the 
technology is farther advanced than in Atomi¬ 
sia. As a matter of fact it was farther advanced 
even before the revolution. The machines or 
capital goods are usually much bigger and 
more complicated. The typical machine em¬ 
bodies a much larger amount of past saving. 
Therefore, most of the plants in which pro¬ 
duction is carried on are very much larger 
in scale. The technical organization of the 
productive process in a large plant—that is, 
the management and successful combination 
of productive services in such a plant—is a 
much more difficult task. Not only are most 
plants much larger; there are not nearly so 
many as there were in Atomisia. In this respect, 
then, Dictatia is very much like Oligopia or 
the advanced-technology state of Monopia. 

Thus, although the number of households is 
the same as in Atomisia (there are tens of 
millions of them), the number of plants is in 
the tens of thousands rather than in the mil¬ 


lions. There are no firms as we found and de¬ 
fined them in the other economics; there are 
only plants. In the other economies a firm was 
privately owned and operated. In Dictatia 
there is only one firm—the government. The 
separate establishments producing raw mate¬ 
rials, manufacturing products, and selling prod¬ 
ucts are all government establishments. We 
call them plants here. We make the above 
assumptions about technology and typical 
plant-size because the problem of govern¬ 
ment operation has special significance for 
large plants. 

3. The Organization for Making Economic 
Decisions. The Goals and Methods of 
Economizing 

How are the people of this authoritarian 
economy organized for the production and 
consumption of goods? Arc products and factor 
services bought and sold in markets as in 
Atomisia? Is money used? Or does the govern¬ 
ment simply dole out products to households 
on Wednesdays and Saturdays and tell people 
where and when and how much to work, all 
in dictatorial fashion? In short, just what is the 
role of the government and just what are the 
general goals and methods of economizing? 

We assume that the Dictatian government 
came into power by violent revolution. Before 
this happened, the country was a so-called 

"capitalistic" democracy, a society of relatively 

large political and economic liberty, private 
property, and free enterprise. It was a dynamic 
economy, somewhat like Oligopia or latter- 
day Monopia; technology was advanced, firms 
were large, and oligopoly-oligopsony or mo¬ 
nopoly-monopsony held sway. The households 
as consumers had lost much of their sovereignty. 
Resources were not allocated in accordance 
with their preferences; the composition of the 
national income was not to their liking. Wealth 
and income were very unequally distributed. 
Cyclical fluctuations in the dynamic economy 
were a great problem, and the unequal shar¬ 
ing of the national product greatly angered 
a majority of the households. So they or¬ 
ganized unions and, for a time, succeeded in 
making the distribution of income less un¬ 
equal and its composition more in keeping 
with their preferences. But in time the unions 
adopted restrictive policies which antagonized 
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the firm-owners. Ill-will between unions and 
firms developed. Amicable agreements became 
less frequent, and industrial friction and strife 
became common. Long and bitter strikes and 
lockouts between powerful union and employer 
groups tore the economy apart and severely 
threatened the general welfare. The govern¬ 
ment felt compelled to abandon its laissez- 
faire attitude and to intervene in these disputes. 
Thereupon the two power-groups devoted 
themselves partly to controlling the govern¬ 
ment. As a result of all this struggling, the 
national income shrank, there was a high per¬ 
centage of chronic unemployment, and morale 
was generally low. It was a time when the 
economic-political system appeared to have 
little survival value. 

So during the latter part of this period of 
chaos, a fairly large number of households 
organized a secret association, maintained 
severe discipline among themselves, and, when 
‘The Day” came, seized arms, power plants, 
radio-broadcasting stations, telephone ex¬ 
changes, and all the other key centers of polit¬ 
ical power and control. After the coup, they 
maintained a rigid political dictatorship and 
censorship; shot all their vocal and known 
opponents; expropriated or seized the owner¬ 
ship of all the formerly private economic 
enterfrises, from farms and mines to retail 
shops; set up party members as managers of 
these plants; and began to 'sell” the new 
government to the ordinary citizens. Full 
employment, security, stability, high income 
and equal distribution thereof were the 
themes; and all Dictatian households were 
invited to unite and cooperate toward achieving 
these objectives. 1 The appeals were a mixture 
of keeping alive the horrible memory of pre¬ 
revolutionary conditions and arousing hope of 
the much better days to come. 

As the curtain rises on the Dictatian scene, 
the government, headed by a revolutionary 
leader known as "The Doss” and composed 
mainly of ardent revolutionary politicians 
with little or no economic training and ex¬ 
perience, is grappling with the problem of 


i Let no one infer that *rc arc here chronicling an actual 
historical development or. even more important a necc 
sarv one It has >et to be shown that in real life w•£>''*» 
,.nJ dictatorship of the sort assumed here 'ncvrablv follow 
from the circumstance* assumed here DictaturWahappei . 

but it does not tmrt to. 


how to “deliver” on these promises to the 
households. How shall the seized productive 
resources be organized and managed? What 
goods shall be produced? How shall the prod¬ 
ucts be distributed among the households? 
What shall the nature and role of money be? 

Our observation of the Dictatian govern¬ 
ment's answers to these questions may be 
imagined to extend over a decade or more, and 
we find a number of stages in the answers. For 
with added experience, new sets of answers 
are evolved, and the last set is very different 
from the first. The different programs tried in 
Dictatia are not the only ones that could have 
been adopted, but they seem to us the ones 
important to the economizing of an authori¬ 
tarian government that desires to maximize 
the economic welfare of all the households 
friendly to the regime rather than to maximize 
the want-satisfaction of the ruling party 
leaders only. 


4. A Brief Overview 

a. During the first decade or so the govern¬ 
ment operates as a political dictatorship. 

(1) During the political-dictatorship years 
the government at first operates also as an eco¬ 
nomic dictatorship. The households have no 
free choice or sovereignty in deciding how 
much to save or work, or how much of vvliat 
products to consume. Saving-investment is 
determined by the government; labor-hours 
are conscripted from the households; and the 
government determines what consumption 
goods arc to be produced in what quantities 
and rations them among the households. In 
short, even though the government is assumed 
to try to act in the best interests of all the 
cooperating households (as a benevolent despot), 
it dictates‘all the preference scales and leaves 
little or nothing to free household choice. 
During this period of political and economic 
dictatorship there are two main sub-periods of 
government economizing. 

(a) The centralization period. Here the govern¬ 
ment’s Central Planning Board (CPB) makes 
all the economic decisions in its offices at the 
nation s capital, Madlon. During this centrali¬ 
zation period two different programs of deci¬ 
sion-making are successively in effect. 

The quota program. Here the CPB sets more 
or less arbitrary production quotas for various 
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consumption and investment goods and keeps 
records of the outputs. There is no conscious, 
direct effort to obtain an optimum allocation 
of all resources, and no money is used. 

"The Rule " program. In this period the 
CPB attempts to make satisfaction-maximiz¬ 
ing allocations of all resources by adopting the 
centralized administration of a general trial- 
and-error program which tries to ape the condi¬ 
tions of atomistic competition. Here ‘account¬ 
ing money” is used. 

(b) The decentralization period. The Rule pro¬ 
gram provides real economic success. Its main 
shortcoming is that the centralized decisions 
of the CPB are too slow for the proper day-to- 
day operations of plants scattered all over the 
country. So it is decided that the plant managers 
themselves shall administer The Rule in the 
field and that the CPB shall confine itself to 
guidance, inspection, and the receiving of 
reports, plus the determination of all pref¬ 
erence scales and prices, as before. Accounting 
money is still used. 

(2) The marked success of the decentralized 
administration of The Rule, the evident 
cooperation of the households, and their 
greater knowledge (after years of government 
"education") of "what is good for you and 
the country" leads the Boss to give the house¬ 
holds a large measure of sovereignty. He takes 
the determination of preference scales away 
from the CPB and hands it back to "the 
people"—except that the CPB still retains 
control over saving-investment. That is, under 
decentralized administration of The Rule by 
plant managers, the prices and quantities of 
various consumption goods are now determined 
by the interaction of plant supply curves with 
demand curves based on the households’ own 
preferences rather than with demand curves 
based on the CPB's interpretation of the 
Boss’s preferences in behalf of the house¬ 
holds. The rationing of consumption goods is 
abandoned. In addition, households are given 
freedom to choose how many hours per period 
they will work for what plants. They are also 
free to choose between leisure and work and 
to seek work at plants of their own selection. 
The conscription of labor is abandoned. But 
the households are still not free to determine 
how much shall be saved-invested out of 
current national income. And they are not 


permitted to organize labor unions. In this 
stage a paper currency issued and controlled by 
the government is used by all households and 
plants. It is during this period that the Boss 
changes the name of the country from Dictatia 
to Rulcnia. 

b. The restoration of a large measure of 
economic sovereignty to households, in con¬ 
junction with decentralized administration of 
The Rule of production and government- 
determined capital formation, has operated so 
successfully—and the cooperation of the house¬ 
holds appears so thoroughgoing—that the 
benevolent Boss comes to a momentous deci¬ 
sion: to parallel the degree of economic de¬ 
mocracy with a similar degree of political 
democracy. He throws himself and his party 
"on the mercy of the people"; that is, he 
allows them, if they wish, to toss him and his 
economic program out and to choose some 
other chief executive and program. He ad¬ 
vocates socialism (state ownership of resources 
and control of capital formation); the pro¬ 
hibition of all departures from the principles 
of economic atomism, including prohibition 
of labor unions; and the continuance of The 
Rule. He does all this because he has come to 
believe strongly that these measures all are 
necessary for the correct allocation of resources; 
for the full utilization of the increasing amount 
of resources; for a high, stable, increasing 
national income; and for an equitable distribu¬ 
tion of income. But because he believes that 
the households have received a thorough 
economic and political education and therefore 
know the costs and utilities of the real eco¬ 
nomic-political alternatives, he is willing to 
yield to other views and to another party 
advocating such views if a majority freely so 
decides. Given this political freedom, we find 
indeed that there is some divergence of views 
among the households; and we leave Rulenia 
on the eve of a great election among several 
political parties over economic issues that will 
be explained later. 

A study of the above outline shows that 
the history of our hypothetical authoritarian 
economy contains five stages, for each of which 
we shall consider, in greater or less detail, our 
usual three main topics: the allocation of 
resources the extent of their utilization, and 
tne distribution of income. 
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5. Markets 

For a considerable period in this economy 
there are no markets for consumption and 
investment products and for factor services as 
we have known such markets in the private- 
enterprise societies. Nevertheless during this 
period there are supply schedules based on 
technical cost conditions and demand schedules 
based on government (CPB) preferences. Our 
interest here is in noting the sizes and numbers 
of individual plants in relation to the demand 
schedules for their products. We find that in 
agriculture the plants (farms) are numerous, 
very small in relation to the total demand, and 
undifferentiated in the minds of the "deinand- 
ers.” In retail distribution of consumption 
products to households the plants (shops or 
stores) are numerous, small in relation to total 
demand, and differentiated in households* 
minds. In all other fields of production the 
plants are large in relation to demand and arc 
differentiated; in a private-enterprise economy 
they would be oligopolist-oligopsonisc or 
monopolist-monopsonist. 

B. The Process of Economizing 

1. The Stage of Production Quotas during the 

Period of Centralized Control 

The first stage in the Dictatian government s 
economizing is one of the two ' rear* periods. 
That is to say, the Central Planning Board 
tries to allocate, increase, and fully utilize 
resources without the use of money in any 
form. (In terms of results we may also, to 
borrow a phrase from the world of painting, 
call this stage one of Dictatia’s two "blue 
periods.”) Let us see how the CPB goes about 
its tasks. 

Perhaps the best approach to a knowledge 
of the economic process during this stage in 
dynamic Dictatia is to understand clearly, from 
the outset, that in essence the government is 
both a large household and a huge firm or 
enterprise (with of course a great many plants), 
all in one. If this is so, then it follows that we 
have already studied the main 'real” features 
of Dictate's collective economizing during 
stage number one when we studied the eco¬ 
nomic process in the tiny, isolated, frontier 
household economy. Here too there was an 


economy in which one authoritarian organiza¬ 
tion was both (1) household-consuraer-and- 
seller-of-factor-services and (2) firra-buyer-of- 
services-and-seller-of-products. Here too these 
aspects were all integrated into one unified 
economic process in 'real” terms and income 
was distributed equally, with modification for 
need. If we bear these basic similarities con¬ 
stantly in mind, our present task of under¬ 
standing will become simpler. 

But it would be a great mistake for us to 
fasten only on this idea and then sink back in 
our chairs with a sigh of relief in the belief 
that we now know everything. Dictatia at this 
stage is very much like Frontierland, but it 
is immeasurably more complicated. The “one 
big happy family” of Dictatia has tens of 
millions of grown-up “children.” The politi¬ 
cal and economic job of organizing the frontier 
family *s eight members (including six workers) 
for a smooth production-consumption opera¬ 
tion was an extremely simple task compared 
to the political economic task that confronts 
the CPB in Dictatia. For this is an operational 
problem to make strong men quail and even 
perhaps fools afraid to rush in. 

The political-economic problem in Dictatia 
is very difficult for three main reasons. The 
first of these is the mere fact of numbers. There 
are limits to man’s ability to grasp the neces¬ 
sary relations among millions of separate units. 
Second, the technology of Frontierland was 
primitive compared to the advanced inachine- 
and-electric-powcr technology of Dictatia. 
This fact, because of the specialization of task 
and product involved, makes all the members 
of the government "household” extremely in¬ 
terdependent. Because of this interdependence, 
mistakes in economizing by the government can 
have far-flung and serious effects. Third, will¬ 
ing, active, and continuous cooperation among 
all participants is necessary for the smooth 
operation of a modern, internally interdepend¬ 
ent economy. In Atomisia, when P r,l jexpecta- 
tions were unit-clastic or inelastic, The Hand 
did a superb job of obtaining the necessary 
cooperation, and he did it without a single 

syllable of propaganda in behalf of coopera 
tion. The Hand, in fact, capitalized on the 
selfishness of every household and firm. In 
Frontierland the necessary cooperationi was 
easily forthcoming because the household 
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members were closely related by marriage and 
blood-ties and faced a common danger. Author¬ 
itarianism there was benign and mild. But 
consider Dictatia. There is no chance for The 
Hand here; bloody revolution has thrown out 
everything The Hand stood for. Cooperation 
is not obtainable from this source. Neither is 
it to be expected from blood-relationships. 
There are millions of households who have 
never seen each other nor cared about each 
other, at least directly. So cooperation during 
this stage in Dictatia has to be achieved by 
physical force or the threat of force, if neces¬ 
sary, or by a vast propaganda machine, whose 
main tasks are to create a common enemy (in 
this case, economic-political chaos) big enough 
and real enough to frighten the households 
into cooperative efforts and to instill the bright 
hope of a common reward for such effort. 

a. The Allocation of Existing Resources among 

Present-Consumption Goods 

But the Planning Board does not have to start 
from scratch. That is, it has inherited a work 
force and a stock of accumulated capital from 
pre-revolutionary days. Its first task is to get 
goods produced for hungry households. So it 
turns to the existing resources usable for this 
purpose. 

It should be understood that something like 
a war emergency faces the Board. It has little 
time for lengthy deliberations about the opti¬ 
mum allocation of resources and the optimum 
composition of consumption output. In fact 
the decision-makers have at this time very 
little knowledge of economic principles. As 
is to be expected during such a period of polit¬ 
ical stress and emergency, there arc few 
economists in the CPB, and those are not close 
to the decision-makers. The problem is to get 
something done quickly (and the devil with 
marginal costs, whatever they are). 

Statistical records of outputs of various con¬ 
sumption goods arc available for the last pre¬ 
revolutionary year. So it is decided to produce 
these outputs again. The capital goods in each 
plant stand ready to be used. There are records 
of labor employment and of raw materials used 
in each plant. Technicians favorable to the 
revolution arc conscripted as plant managers 
and are ordered to hire the labor and materials 
and to produce the outputs designated by 
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the CPB on the basis of the records. An edict 
is issued requiring all household members to 
report for work at their latest previous places 
of employment. Each plant manager is ordered 
to procure materials of stated quantities and 
qualities from the other plants which the 
records show formerly supplied his plant; and 
each plant manager producing raw materials 
or semi-finished products is ordered to produce 
or supply these quantities and qualities of 
products for the former ‘consuming" plants. 
These orders to producing plants include orders 
to transportation "plants“(railroadsand motor 
carriers) to haul the products from the sup¬ 
pliers to the users. Thus does the CPB try to 
allocate resources for the production of con¬ 
sumption goods. And complete weekly records 
of inputs and outputs are ordered to be sent 
to the CPB by all plant managers. 

b. Distribution of Consumption Output among 
Households 


Under the directives issued by the Board, 
consumption products ultimately show up on 
the shelves of "retail" plants, transported 
there by motor carriers from "wholesale" dis¬ 
tribution plants or warehouses. 

Each plant manager has been ordered to give 
each of his workers at the end of the work¬ 
week a certified statement showing the number 
of hours worked at the plant. And another 
edict has been broadcast to households requir¬ 
ing them ( 1 ) to have a local government office 
certify the number of members in the house¬ 
hold; and (2) to go to specified "retail" shops 
on specified days to obtain the consumption 
products to which they arc entitled. The 
quantities and qualities of consumption prod¬ 
ucts to which each household is entitled 
depend on ( 1 ) the household-"buyers" being 
able to show a record of full work for all 
available members in the absence of disability; 
and ( 2 ) the number of members in the house¬ 
hold. Consumption products are thus rationed 
among households in such a way as to try to 
give effect to ( 1 ) the principle that "only he 
who „°rlc S sha n eat"; and (2) the principle 
ofd'stnhut'ng total output on the basis of 
need, thus achieving a relatively equal dis¬ 
tribution of income. 

It should be understood that this kind of 
rationing by no means insures an equal dis- 
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tribucion of want-satisfaction. For the com¬ 
position of the goods-parcel is the same for 
each household, whether or not particular 
households wish to have less of some particular 
good and more of another. The households 
which prefer the composition of the parcel 
are thus better off than those which do not. 
Of course, insofar as the goods are almost 
entirely basic necessities (as they are in the 
early days), the deferences in individual- 
household want-satisfaction are small. 

C. The Dererwin.itton of the Quantities of Resources. 

The Rate of Economic Progress 

We have seen the first-stage efforts of the 
CPB to solve the consumption-allocation 
problem—the matter analogous to the first 
problem we studied with respect to the frontier 
household. We see that during this stage there 
is no serious thought of obtaining an optimum 
allocation. 

Now let us see how the CPB deals with 
matters analogous to the second and third 
problems of the frontier household—the alloca¬ 
tion of time between leisure and work, and 
the allocation of all available resources between 
the production of goods for consumption and 
goods for investment. The CPB has first to 
provide at least minimum consumption neces¬ 
sities for the households. But it has also to 
make decisions on matters having to do with 
the quantities of labor and capital available 
for production in the present and for some time 
into the future. And insofar as long-range 
plans are involved, these decisions determine 
the rate of economic progress in Dictatia. 

(1) The Libor Resources. The Board's short- 
run decision on the quantity of labor-hours 
has already been stated. All work-age house¬ 
hold members were conscripted to work forty- 
eight hours a week at their previous jobs and 
occupations. There was no effort to find the 
optimum allocation «.f available weekly hours 
between leisure and work; forty-eight hours 
just seemed reasonable to the Boss s planners 
in terms of the output to be produced. 

But as soon as the emergency seems past, the 
CPB has to give thought to longer-run matters: 
(1) the size of the population, i.e., the number 
anJ average size of households, from which 
labor-hours will be drawn after and over a 
period of years; and (2) the training of the 


new members and the re-training of existing 
members of the work force for occupations in 
which more labor-hours appear to be needed. 
On the first question the Board recommends 
and obtains the Boss’s approval of a policy of 
(*) propaganda to increase the average size 
of families and to lower the average age of 
marriage; (£) the payment of bonuses for 
large families; and (r) the levying of heavy 
special taxes on bachelors and childless couples. 
On the second question it is decided to establish 
government training centers for occupations 
considered understaffed in the light of govern¬ 
ment-developed technological-changes and 
other conditions affecting the CPB's scales of 
preferences. 

(2) The Capital Resource. With respect to 
capital, the Board's immediate problem is to 
repair or replace any productive equipment 
damaged during the coup and to prevent the 
deterioration of existing capital goods. Some 
of the existing labor and capital is used for 
this purpose, and the CPB issues to households 
and plant managers orders for this purpose 
similar to those for the production of consump¬ 
tion goods. 

The longer-range problem, the most impor¬ 
tant item bearing on the rate of economic prog¬ 
ress, has to do, as already stated, with the 
allocation of all available resources between 
consumption products and new (net) invest¬ 
ment or capital goods. Here again there is no 
attempt to obtain (nor actually any conscious 
realization of the problem of obtaining) an 
optimum allocation, i.e., to maximize the 
stream of want-satisfaction over a period of 
years. The decisions are arbitrary. 


Allocation of Rttourcti Ascend to New Cafi- 
tal Goods 

Having decided by rule of thumb what the 
location of all available resources should be 
tween consumption and saving-investment, 
e CPB has next to allocate, among specific 
w capital goods and other capital uses, the 
bor and existing capital assigned in general to 
v.ng-investment. (This problem also existed 
r the frontier household but was ignored in 
ir discussion there because it involved no new 
onomic principles.) The new capital uses 
elude new plant construction; new machinerv 
id equipment of various kinds; other new 
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construction projects; inventories of variou> 
kinds of goods; new training and re-training of 
the work force; and—very important—research 
laboratories and projects for discovering tech¬ 
nological improvements. Here too the decisions 
are by rule of thumb. The necessary orders are 
issued to households for labor, to the managers 
of construction and machine-building plants, 
and to the managers of supplying plants. 

e. The Extent of Resource-Utilisation 

Under the crisis, police, and propaganda con¬ 
ditions of Dictatian stage number one, the 
unemployment of resources can arise from only 
the following sources—the breakdown of pro¬ 
ductive activity, particularly at certain 'bottle¬ 
neck” or strategic points, due to miscalcula¬ 
tions of the CPB; inaccurate or incomplete 
records used as a basis for calculations; or the 
failure of households and plant managers to 
understand or follow orders effectively. The 
ardor and the complete "real" control of the 
planners in the CPB leaves no room for un¬ 
favorable expectations or monetary instability. 
In short, there are no cyclical or other devia¬ 
tions from full utilization of resources except 
those caused by difficulties within the organiza¬ 
tion for production. 

2. The Stage of Centralized Administration of 

The Rule 

These organizational difficulties, however, 
are tremendous. During the emergency period 
there is much trouble in getting the details 
of the CPB’s production plans to dovetail in 
the field. Even after the emergency, in spite of 
the accumulation of experience and the earnest 
efforts to rectify mistakes, there just aren’t 
enough good administrators in the country to 
accomplish successfully the Herculean task of 
directing the details of production from the 
capital. There are thousands of persons on the 
CPB’s staff, but they arc not good enough. The 
CPB has become what is sometimes called a 

vast, fumbling, bumbling bureaucracy.” The 
production and distribution plans are not well 
tailored to actual conditions in the provinces. 
Factory No. 2465A fails to get raw materials 
on time; factory No. 1142Z gets raw materials 
but the wrong machines or no machines at all. 
The Southern Pistachian Railway System is not 
given enough rolling stock. In the capital's dis¬ 


tribution warehouse there seem almost always 
to be too many pants and not enough coats or 
shoes, but at Marimba in the Deep North it 
is the pants that are usually in short supply. 
And so on and on, again and again. It is just 
as if, on an automobile assembly line, the con¬ 
stituent parts rarely arrive on schedule, if 
ever; instead of each part coming to the line 
with beautifully precise timing, the body 
arrives before the differential and the engine 
arrives not at all. 

In short, the production blueprints devised 
in the CPB are even harder to live up to in the 
field than to draft at the capital. Production 
never comes to a complete standstill, and 
Dictatian households have somewhat more to 
cat and wear than they had during some of the 
worst breakdowns under pre-Dictatian condi¬ 
tions. But the national income is still far 
below its reasonable potentialities; involuntary 
unemployment strikes almost every household 
from time to time (as plants close down for 
lack of this or that); and some people begin 
to make snide remarks about all those glib 
promises that come over the government radio. 
The Boss has a number of the top officials shot, 
but their replacements do no better, and re¬ 
placements arc scarce. 

Then some smart and brash young economist 
in the CPB gets a brilliant idea—practically 
a revelation—and manages to get himself 
heard by a few top administrators at the cap¬ 
ital. These men are sitting around with their 
heads in their hands and would listen to 
almost anybody. The proposal in essence is 
this: "Why not play at capitalism—that is, 
purely competitive capitalism? We economists 
know that, given a chance, the invisible hand 
of the competitive price system allocates the 
economy's resources in such a way as to 
maximize income. Let us establish conditions, 
including some sort of money, under which this 
maximization can be achieved in Dictatia. The 
price system will see to it that we have high 
income and employment. And we can avoid in¬ 
flations and deflations by our authoritarian con¬ 
trol over the forces that produce these cyclical 
changes. Control over them is much easier 
than control over the details of production.” 

At this point one of the administrators 
interrupts: Look who's beating his gums! Is it 
that you want r Q get shot? You want that we 
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should give up everything that Comrades 
Omaru and Timaru fought and died for?“ 

But the economist perseveres: “Mot at all. 
Mv plan has elements that will preserve for 
us the glorious achievements of the Revolution 
and lead us onward and upward to new, in¬ 
credible accomplishments. Hail Boss! The 
government will keep its control over the 
economic system. We can remain a socialist 
state. Butour task will be relatively verysimple. 
Instead of all these complicated regulations 
like General Order No. 31 as Amended, and 
Explanation Thereof No. 772, Annotated, 
which keep the plant managers inhibited with 
fear and ulcerated with inability to attend to 
their proper work, we can issue a single, simple 
Regulation for them to follow, a shortly 
stated guiding principle that will make them 
behave just as if they were in a purely com¬ 
petitive private-enterprise society. We can set 
money prices for products and factor services 
which will give us the best possible allocation 
of resources. And, since we know that un¬ 
certainty, variety, and elasticity of expecta¬ 
tions are the banc of the really free competitive 
economy—the thing that eventually brought 
our economy to the condition which led us to 
seize power—the government will banish it, 
not by mere decree but by a combination of 
several devices that will maintain the economy 
on an even keel of high income, full employ¬ 
ment, and economic progress.” 

The administrators are sufficiently impressed 
with the proposal, or at least with the fervor 
of its proponent, to take him in to see the Boss. 
They are closeted every day for more than a 
week in an office full of blackboards covered 
with diagrams and mathematical equations. 
The economist shows (a) how and why the 
rule-of-thumb quota program, even if operated 
without any breakdowns, can never attain the 
optimum allocation of all the economy s 
resources; and (b) how and why it did break 
down. He says that the quota system was all 
right as a temporary makeshift for the emer¬ 
gency period after the putsch but unsatisfactory 
for a government aiming to do the best for its 
households. The original quotas of inputs and 
outputs were based on past performance under 
the capitalistic organization of production, 
and these past inputs and outputs offered an 
unsatisfactory criterion of correct allocation. 


Furthermore, the economist says, as the 
quantities of resources increased over time, 
past performances became even poorer guides. 
He explains the correct principles of allocating 
any total resource among two alternative 
employments. He explains it with words (much 
as we did in Chapter 4 of this book); with 
arithmetical examples and the geometry of 
indifference curves (much as we did in Chapters 
5~8); and with mathematical equations (as we 
did not). For example, he takes a hypothetical 
money-value figure of national income and a 
hypothetical interest rate and shows the prin¬ 
ciples on which the total income should be cor¬ 
rectly allocated between consumption and 
saving-investment. Then he takes the total- 
consumption-spending figure and, with hypo¬ 
thetical cost figures for two consumption 
products, shows how the total consumption 
spending should be allocated between the two 
goods. Next he shows how, with a hypotheti¬ 
cal money wage rate and interest rate, labor- 
hours and money capital would be proportioned 
for the production of each consumption good s 
output. Then he uses the same techniques for 
two items of new capital equipment and for the 
proportioning of labor-hours and money capital 
for the production of these item*. 

Finally the man of action understands. He is 
impressed. The economist can sec that the Boss 
is about to order him to set up an organization 
within the CPB and to draw up a whole 
program of outputs and inputs for all kinds of 
products based on an application of the correct 
principles. So the economist hurriedly holds up 
a respectful, restraining hand and says he has 
much more to say; this was only the beginning. 
He points out that, geometrically, the indif¬ 
ference-outlay maps would have to be multi- 
multi-dimensional and, mathematically, their 
simultaneous equations would run into the hun¬ 
dreds of thousands (because there arc so many 
different products and inputs and so many intcr- 
plant and household relationships). He says 

« • « t___ and C OlC CC 


that, even with the most accurate and complete 
statistical data to fit into these curves or 
equations, and even with a very large staff ot 
experts, it would take so long to solve: the 
equations that the solutions or alloc j* l0 "* 
would be out of date and possibly unusable by 
the time they were obtained. He says he has 
used the curves and the equations for only two 


THE ECONOMIC PROCESS IN DICTATIA-RULENIA 


627 


products in order merely to illustrate the correct 
allocation principles; even in a perfectly 
functioning private-enterprise economy no 
small individual household or firm could take 
che time to draw up and solve its own numer¬ 
ous curves or equations. They behave as if they 
did, but they actually make only rough-and- 
ready decisions. 

So the Boss replies, "All right. Our present 
system is not much good. You have explained 
a system which seems fine in 'theory' but 
which even you say is impractical. Can you 
give me any other alternative?'* The economist 
says yes, he can, if the great man will listen 
patiently. He has a practical plan which will 
make the whole socialistic economy behave 
just as if a staff of econometricians had been 
able to solve multi-dimensional indifference- 
outlay relations in a hurry. So the Boss hears the 
thing out for another week, decides to put the 
proposal into effect, and at the beginning of 
the third week calls in his chief officials to help 
the economist devise the necessary instructions. 

What the economist (who years later is to be 
honored with a great bronze statue prominently 
placed in the Place of the Revolution at 
Madlon) tells the Boss during the second week 
is contained in our description of The Rule 
program given below. 

a. The Allocation of Resources among Present- 
Consumption Goods 

For simplicity let us assume at first that in 
this stage Dictatia is a stationary economy. 
We are therefore not now concerned with long- 
run labor supply, net capital formation, or 
economic progress; we are dealing only with 
the optimum allocation of given amounts 
of resources among present-consumption 
products. 

(1) The Purely Competitive Method Again. In 
the introduction to Section D we reviewed 
the principles of optimum, equilibrium al¬ 
location for a purely competitive economy. 
The product preferences of individual house¬ 
holds with given money incomes determined the 
individual and group (total) quantities of 
different products that would be demanded at 
various possible product prices which were 
considered given. That is, with each house¬ 
hold considering the various possible product 
prices as given, group-household demand 


curves were derived. These results obtained 
because of the effort of each household to 
maximize its utility for any given product 
price. At the same time the leisure-work 
preferences of individual households deter¬ 
mined the individual and total quantities of 
labor-hours that would be supplied to firms 
as a whole at various possible given wage 
rates. And the preferences of households 
among the occupations offered by different 
industries determined the quantities that would 
be supplied for each occupation in each in¬ 
dustry at various given wage rates. Here 
again the utility-maximizing principles were 
at work. On the firms' side, individual labor- 
demand curves and product supply curves were 
also determined on the basis of various pos¬ 
sible wage rates and product prices which each 
firm also considered given. From these indi¬ 
vidual curves group labor-demand and product- 
supply curves were derived. Once more, these 
derivations came into being because of the 
firms' attempts to maximize their profits at all 
possible product and factor-service prices. 
Then, after trial-and-error adjustments of prices 
and quantities through the free interplay of 
market forces, the proper equilibrium wage 
rate for each occupation in each industry and 
the proper equilibrium price of each industry's 
product were determined. If during the trial- 
and-error period the wage rate for a particular 
industry had been too high, there would have 
been an excess supply of labor-hours here, 
matched by an excess demand for labor in 
some other occupation where the wage rate 
had been too low. Then the conditions of pure 
and reasonably perfect competition lowered the 
first and raised the second wage rate until one 
unique rate brought the quantities supplied 
and demanded into equilibrium. Similarly with 
any deviation from the various proper product 
prices. 

(2) The Dictatian Method. (a) Product- 
Demand and Labor-Supply ’ Curves." Now during 
this stage m Dictatia, under The Rule, it is the 
Boss s preferences on behalf of the households 
as interpreted by the CPB, rather than the 
households own preferences, which deter¬ 
mine the demand curves for products and the 
supply curves of various kinds of labor to 
various industries. In other words, the au¬ 
thoritarian government must be considered 
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the haver of the products for the households 
and the seller of households’ labor. But how- 
are these price-quantity demand and supply 
curves derived? As }ust noted, in the purely 
competitive private-enterprise economy three 
things are necessary for the derivation of the 
curves: (1) households’ preferences among the 
products turned out by the various industries 
and among the employment conditions offered 
by the industries; (2) various possible given 
product prices and wage rates; and (3) a given 
amount of money income for product-purchase, 
and a given number of hours for total labor 
supply. Given the Boss's preferences, whence 
come the prices, the total income, the total 
number of allocable hours? They are deter¬ 
mined by the CPB 

First of all, the CPB estimates, in a manner 
to be explained later, a total amount of money 
income for the economy. Then, given the 
CPB's psychological preferences on behalf of 
the households, this money income determines 
the positions of the product-demand curves. 
That is, it helps determine the quantity that 
will be bought at any given price as we shall 
see in a moment. 

The price-elasticities of the product-demand 
curves come from the CPB's preference* in 
relation to various possible prices of each 
product. These prices arc in terms of a money 
unit which for convenience we call The 
dollar." No actual paper or other money is 
permitted to pass from hand to hand (i.e., from 
households to firms and back again) in 
Dictatia at this stage, but the CPB uses the 
money units for accounting purposes on its 
books. It is book money. A moment's rellcc- 
tion will show this to be not too different from 
the money that is most used in a real worlJ 
economy like the United States today. In 
America, where check payments are the mam 
way of facilitating buying and selling among 
firms and households (see Chapter 38), this 
check-book money is really an accounting 
money in terms of the standard dollar unit. 
AH the bank* keep books recording debit* anJ 
creJits to the accounts of firms and most house¬ 
hold* a* they make or receive payments. 

Now it must be clearly understood that the 
CPB economists do not actually need to plot, 
on graph paper, whole product-demand curves 
of varying positions and elasticities for shoes. 


bread, and all the other products. This pro¬ 
cedure, like the use of indifference and outlay 
curves, would be too laborious and time- 
consuming. As time goes on and the trial 
accounting prices are changed, they certainly 
have particular elasticities in mind, like any 
priva re-enterprise-economy household. But, 
like such a household, they never really draw 
the positions and elasticities of the curves. 
What they do is this: For each product they 
choose a tentative accounting price. This price 
is not picked at random. At the beginning it is 
simply the price that previously existed in the 
economy. Then the job of the CPB is to allocate 
the estimated total money income (we repeat, 
the method of estimating this total is explained 
below) among the various consumption prod¬ 
ucts until the marginal utilities from these 
products (the Aft/’s based on CPB preferences) 
are all in identical relations with the respective 
given product prices. When this happens, the 
result is the same as with a single Atomisian 
household: One marginal dollar of CPB ex¬ 
penditure on behalf of all Dictatian house¬ 
holds buys the same utility (for the CPB on 
behalf of the households) in each product. And 
total utility for the CPB is maximized at the 


given prices. 

When the economy's total income (which 
under the present discussion is the total CPB 
expenditure on consumption goods) is allocated 
in this fashion, a quantity-demanded of each 
product is known. For any product, this quan¬ 
tity multiplied by the given product-price 
equals the total CPB expenditure on the prod¬ 
uct. The sum of all the outlays on all the prod¬ 
ucts must equal the grand-total income-outlay 
for the whole economy. At the end of the 
whole process the CPB has a physical composi¬ 
tion of income that it hopes will maximize the 
households* want-satisfaction under the pre¬ 
vailing conditions. 

After a whole trial structure of relative 
demand prices for all consumption products is 
worked out, a structure of relative tentative- 
wage rates is developed for all industries 
occupations (these rates at the beginning come 
also from the rates previously existing in the 
economy), with quantities of labor-hours as¬ 
signed, i.e., supplied, to each occupation The 
total quantity of labor-hours refects the CPB s 
overall leisure-work preference in behalf of the 
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households. The quantities of labor-hours 
assigned to each industry and occupation 
again reflect the CPB’s preferences on behalf of 
the households. 

(b) Product-Supply and Labor-Demand 
"Curves.” Thus the CPB, acting as a huge 
household, devises a tentative structure of 
relative product prices and quantities to be 
bought and a tentative structure of relative 
wage rates and labor-hour quantities to be 
supplied. But the CPB also operates as a huge 
firm. It has a great many plants and plant 
managers. It is faced with certain cost condi¬ 
tions of producing the products it has de¬ 
manded. These cost conditions include (1) 
given technological production functions; (2) 
a (now assumed) fixed stock of capital earning 
a net return determined at first arbitrarily by a 
CPB-set interest rate; and (3) the wage rates 
previously described, also tentatively set. 

We shall see that, by operating as a huge 
firm, the CPB obtains the total accounting- 
money income which, as shown above, is 
divided up for the ■■purchase'’ of the various 
products. 

(i) The economising for individual plants. 
Acting as a huge firm in centralized direction of 
its many plant managers, the CPB tries to 
operate, with respect to each plant, just as the 
plant-owners do in a private-enterprise, purely 
competitive economy; it tries to maximize 
accounting-money profit in the face of the 
tentative given product prices and given wage 
rates. With certain modifications or exceptions 
to be noted below, it works like this: Under 
the cost conditions just mentioned there are 
short-run and long-run ATC and MC curves for 
each plant, each point on the respective curves 
showing the average and marginal cost of 
producing a certain output with a least-cost 
combination of factor-service inputs ‘’bought” 
at the given wage and interest rates. Since the 
cost curves of a plant are based in part on the 
given wage rates and interest rate tentatively 
determined by the CPB, these curves are like 
the purely competitive ones of Atomisian 
plants. There are also short-run and long-run 
MRP and ARP curves for each productive 
factor showing the revenue products of the 
factor at given product prices. Since the 
revenue-product curves of a plant arc based in 
part on the given product price tentatively 


determined by the CPB, these curves are like 
the purely competitive ones of Atomisian 
plants. Then the equilibrium output for a 
given plant is determined by the intersection 
of the given horizontal product price (AR) 
curves (the tentative CPB product price) with 
the MC curve, either short- or long-run as 
dictated by circumstances. Simultaneously the 
input of the variable factor in the short run 
and the inputs of all factors in the long run arc 
determined by the intersection of the given 
horizontal factor-scrvicc-price (AO) curve (the 
tentative CPB wage rate or interest rate) with 
the MRP curve. In less geometric language, 
the CPB decides the equilibrium output or 
supply of a given product by equating the 
tentative price of the product with the esti¬ 
mated marginal cost of producing the output. 
And at the same time the CPB decides the 
equilibrium input of (demand for) any factor 
by equating its tentative price with its esti¬ 
mated marginal revenue product. 

All this is the essence of Dictatia's famous 
Rule. Clearly The Rule can be stated cither in 
terms of output or input, i.c., cither in terms of 
what amounts to purely competitive product 
price in relation to what amounts to purely 
competitive marginal cost, or in terms of what 
amounts to purely competitive factor-service 
price in relation to what amounts to purely 
competitive marginal revenue product or 
purely competitive value of marginal physical 
product. The CPB decides to formulate Thg 
Rule in input terms because, if the price of each 
factor service is made equal to the (purely 
competitive) MRP, then at the same time (see 
Chapter 18) the inputs of all the factor services 
arc in the correct or least-cost proportions. If 
The Rule were stated in output terms, it would 
not only have to require that product price be 
equated with (purely competitive) marginal 
cost, but also would have to be explicit about 
the optimum proportioning of the factor- 
service inputs. 

The Rule for the economizing of individual 
plants may then be stated as follows: Hire 
input of each factor service and produce output up to, 
but no farther than, the point where the price of each 
service (?,) i s equal to its purely competitive 
marginal revenue product (AlRP^). 

The application of this Rule gives each plant 
its optimum output and inputs either under 
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shore-run or long-run conditions, given tech¬ 
nology and the factor-service and product 
prices set by the CPB. Each operates as a pure 
competitor in that it equates AO's rather than 
AIO's with purely competitive AIR P's. 

Special plant problems. The CPB has no diffi¬ 
culty in applying The Rule and obtaining the 
optimum inputs and outputs—which it then 
orders the managers to hire and produce—for 
atomistic plants which are very small in rela¬ 
tion to the total output demanded by the CPB 
for the households and which are undiffer¬ 
entiated. (As a matter of fact, during this 
stage, when the CPB itself applies The Rule 
and centrally orders the plant managers to hire 
the inputs and produce the outputs, there is no 
differentiation of small plants in product 
demand and factor-service supply, as there 
might be under a free-inarket system.) But in a 
private-enterprise economy some of the plants, 
such as railroads and other public utilities, 
would be monopolists and monopsonists and 
others, such as steel mills, would be 
oligopolist-oligopsonists; they are very large 
in relation to total CPB demand for their 
products and in relation to total CPB supply 
of their grades of labor. Therefore, in planning 
tentative product prices and wage rates for 
these plants the CPB has to consider the fact 
that increasing outputs could be “sold'' only 
at lower CPB prices and increasing inputs could 
be hired only at higher CPB wage rates. For 
such products the CPB, in order to facilitate 
the correct allocation, tends to set lower tenta¬ 
tive product prices and higher tentative wage 
rates than for the other plants and industries. 

Another problem, which usually arises with 
the kinds of plants just mentioned, has to do 
with plants that, because of internal economics 
of large scale production, operate under de¬ 
creasing marginal costs over considerable 
ranges of output. If too high a tentative given 
price has been set for such a plant, an enormous 
output would be produced because the MC 
curve would not rise and intersect the horizon¬ 
tal price (/4R) curve except at such an output. 
,-lere too the CPB sets considerably lower 
tentative product prices than for atomistic 
operations. 

(ii) T>’< economising for industries. Each such 
big plant, insofar as it produces a differentiated 
product .nd has differentiated jobs, is in 


reality a separate industry in the eyes of the 
CPB. There are of course other industries 
composed of large numbers of atomistic plants. 
The CPB’s experience with the big-plant 
industries soon leads it to understand that the 
small-plant industries create a similar problem 
in this respect: If a whole industry's product is 
differentiated (as of course it is) and if its jobs 
are differentiated (as they often are), a larger 
output can be "sold” to the CPB-as-demander- 
for-households only at a lower price, and larger 
inputs can be hired from the CPB-as-supplier- 
of-labor-for-households only at higher wage 
rates. Furthermore, some one in the CPB has 
to decide whether to change the size of the 
whole industry, i.e., whether to build new 
plants or gradually, through failure to re¬ 
place existing capital, to scrap some of those 
now producing. So the CPB sets up in its 
organization not only plant economists but 
also industry economists whose job is to super¬ 
vise the work of the plant economists in their 
industries and also to apply The Rule to whole 
industries. This device enables the CPB better 
to set correct tentative product and factor- 
service prices; fewer trials-and-crrors are re¬ 
quired before the quantities of products and 
factor services supplied by the CPB-as-firm be¬ 
come equal to the quantities demanded by the 
CPB-as-household. 

(ili) Profits and tosses among particular plants 
and industries. In trying to maximize "profits" 
by following The Rule on tentatively-set 
prices, the CPB economists find that some 
planes and industries make profits and some 
losses. Now the fact of abnormal profits or of 
loss or of only normal profits under The Rule 
docs not necessarily mean wrong allocation of 
resources in the economy. True, the fact of 
abnormal profits in a given plant or industry 
may mean that there are too few plants and 
more should be built; there is a more economi¬ 
cal way of hiring more factors to meet a high 
CPB demand. But it might well be that, as 
with certain land suited for growing a particu¬ 
lar kind of grapes, no more of a factor is 
available. So the industry can not expand 
much in the face of increased demand, and high 
profits arc the result. But the state of demand 
indicates that an increase in output would 
have social utility; and in spite of abnor¬ 
mal profits, marginal social utility equals 
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marginal social cost. Furthermore, if the 
profits "bothered” any one, the CPB could 
treat them as rent to the land, capitalize them 
at the CPB interest rate, raise the costs of the 
industry, and remove the profits. 

The fact of losses also does not betoken 
misallocation of resources, so long as marginal 
utility, represented on the demand (AR) curve, 
is equated to marginal cost, represented on the 
MC curve. In other words, there is social 
benefit from this equating, even though an 
accounting loss appears on the CPB's books 
which in the long run would have driven a 
private-enterprise firm out of business. It is not 
the objective of the CPB to make an actual 
over-all net profit, in spite of the fact that the 
CPB’s plant and industry economists all base 
their decisions, under The Rule, on profit- 
maximizing or loss-minimizing principles. In 
the over-all accounting the CPB merely tries 
to compensate losses in some plants and indus¬ 
tries by abnormal profits in others, so that 
total costs (payments to factors) equal total 
"revenue” from the "sale” of products to the 
government. 

(iv) Determination of total accounting-money 
income. We come now to learn how the CPB 
estimates the total amount of spending in the 
economy—the amount it apportions among the 
various quantities of products to be "bought" 
by the CPB in accordance with its preferences 
(page 628 above). 

When the CPB sets its first tentative product 
prices and wage rates and interest rate, it asks 
each plant and industry manager to estimate 
the output he would produce and the inputs of 
labor and capital he would hire by application 
of The Rule to his plant or industry. For each 
plant or industry the price multiplied by the 
estimated output gives a figure representing 
the estimated value of the output to be "sold" 
to the government. This figure also represents 
the total amount of (accounting) money to be 
received by the owners (households and 
government) of the factor services employed 
by the plant or industry. It thus represents the 
total spending available from the operations 
of the plant or industry. 

Obviously the total value of the economy's 
output (and the total spending in the whole 
economy) can then be obtained by summing 
the estimated output-values of all plants. 


(c) Equilibrium Prices a ml Quantities of Prod¬ 
ucts and Factor Services. Let us now see how the 
CPB’s trial-and-error method of setting prices 
(which is fundamentally similar to the trial- 
and-error process in an atomistic, private- 
enterprise, free-market economy) succeeds in 
discovering the correct, optimum allocation of 
resources among consumption products in the 
assumed stationary economy. The CPB has set a 
tentative structure of relative prices in ac¬ 
counting dollars for all consumption products 
demanded, for all labor to be supplied by 
conscription, and for all capital. Under our 
present stationary assumptions, the total of 
all consumption product prices times respective 
quantities demanded by the CPB equals the 
estimated total national accounting-money 
income. This figure is like a total sales-revcnue 
amount. It must also, accounting-wise, equal 
the total of payments to the productive factors, 
labor and capital—i.e., the total of labor-hours 
times wage rates plus the total interest return 
on capital. Now if the CPB’s plant and industry 
product-supply and labor-demand economists 
find that, by applying The Rule to the product 
prices and the wage rates and interest rate set 
by the CPB product-demand and labor-supply 
economists, the quantities of products supplied 
and of particular grades of labor and capital 
demanded arc not the same as—some less and 
others more than—those under the CPB’s 
preferences, they report these facts to the 
head economists of both groups. These chiefs 
agree on what they consider the necessary 
adjustments. They lower the prices of the 
consumption products for which The Rule 
has yielded excess supplies and raise the prices 
of those that are too scarce. In so doing they 
bear in mind their own preferences which have 
determined the elasticities of the various 
demand curves; that is, they calculate what 
changes in quantities demanded would result 
from raising and lowering the various prices. 
And once again the aggregate of the price- 
tiraes-quantity figures for the respective prod¬ 
ucts has to equal the estimated total account¬ 
ing-money income. Similarly with labor and 
capital supply: Wherever, under The Rule’s 
operation at the given wage rates, the quantity 
of labor demanded by a plant or industry 

T*™V he quantity as ^gned or supplied by 
the CPB, the wage rate is raised, with recog- 
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nition of the CPB's elasticitv-of-supply 
preferences, i.e., of how much the quantity of 
labor supplied will increase when the wage 
rate is raiseJ by a certain percentage. Where 
excess labor supplies exist at the old wage 
rates, these rates are lowered in the same 
manner. With respect to capital, where a 
single universal interest rate prevails, the CPB 
permits the demanJ side to govern, so long as 
the given interest rate holds the total stock of 
capital stationary. That is, under stationary 
conditions the general interest rate is set at 
such a level that the aggregate plant-industry 
demand for capital |u*t equals the fixed stock. 
In allocating this stock, the quantities sup¬ 
plied to the various plants and industries 
are adjusted to those demanded at the given 
interest rate. This means that those industries 
expand in which the net MRP of capital 
exceeds the interest; they increase their in¬ 
vestments until the net MRP of capital is 
reduced to equality with the interest. The 
reverse happens to industries in which the net 
MRP of capital has been lower than interest at 
the given rate. 

If the CPB has been lucky or very smart, this 
second trial price structure may achieve general 
equilibrium among all quantities of products 
and factor services demanded and supplied. 
Actually it isn't that smart—or that lucky. It 
succeeds in coming closer to equilibrium, but 
by the end of the next accounting period there 
are still a considerable number of excess 
demands and supplies, even though they arc 
smaller ones. So a third trial price structure has 
to be devised. And, as the record shows, a 
fourth, a fifth, a sixth, and a seventh. Seven 
is the lucky number. The seventh trial price 
structure does the trick. General equilibrium 
settles, like lovely Indian Summer weather, 
over stationary Dictatia. 

Thus the CPB achieves for the Boss and his 
country what The Hand achieved for Atomisia, 
and by application of the same universal 
principles. It does not seem to be an impossible 
task; and, in terms of the circumstances of 
political dictatorship, it does not seem to 
involve the creation of an overwhelming 
bureaucracy. Furthermore, because the CPB, 
even though following the principles of pure, 
atomistic competition, is able to take a broad 
view and consider the aggregate effects of 


atomistic decisions, there is much less "cob¬ 
webbing'' in its trial-and-error path to equilib¬ 
rium than there actually was in stationary 
Atomisia. 


b. The Distribution of Consumption-Product Income 

In this second stage of Dictatia, consump¬ 
tion products are rationed among the house¬ 
holds in the same manner as in the first stage. 
The system of income distribution remains 
unchanged, as does the conscription of labor. 
The government could introduce paper money 
and pay wage income plus an equal share of 
interest income to each household in such 
money. The total amount of the money paid 
to the households would equal the accounting- 
money value of all the consumption products. 
Then the government could assign retail prices 
to the products—prices calculated to induce 
the households to purchase all products in 
just the amounts supplied. These retail prices 
would be entirely different from the account¬ 
ing prices used by the CPB in its calculations; 
that is, the retail prices would be different 
unless the aggregate preferences of the house¬ 
holds corresponded precisely with those of the 
CPB. This correspondence would not be 
impossible, but it would be most unlikely. 

We say the government could distribute the 
products in this way. But it doesn't. It decides 
in these days that such a procedure costs more 
than it is worth. 


. The Determination of the Quantities of Re¬ 
sources. The Rate of Economic Progress 

Now let us yield our assumption of station- 
riness for Dictatia and consider the economy 
s a progressive, going concern. So far as long* 
un labor supply from population changes is 
onccrned during the second stage, it too is 
landled as in stage one. Net capital formation, 
lowcver, including investment in improving 
he technology, is handled differently. It is 
letermined by the CPB through the latter s 
ontrol of the interest rate. ...... 

It works like this: In the "supply division 
»f the CPB an over-all supply curve of saving, 
s developed on behalf of the economy s house- 
lolds. This supply curve shows various total 
mounts of dollars that would be saved now 
t various rates of interest. It is a positively 
loped curve. In doing this the CPB economists 
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try roughly to achieve equalities between the 
marginal costs and the marginal utilities of 
saving out of given assumed amounts of 
accounting-money income, one amount for 
each year into, say, ten years of the future. In 
other words, the CPB tries, in allocating these 
total incomes between saving and consumption 
in terms of its own preferences, to maximize 
the total utility of the households over time. 
As one head economist says in his most 
unintelligible jargon, "We have to find the 
optimum time-shape of the income stream." 

The Boss says, when he hears this, "You 
fellows kill me. Will you please tell me in plain 
language what you just said, before I have you 
carted away in a tumbrel to the Place dc la 
Hcadchopoif!" 

"Yes, Boss. It means that we want to raise 
our total output year after year. In order to do 
that we must refrain from using all our labor 
and capital to make shoes, bread, automobiles, 
and so on. We have to use some of our re¬ 
sources to discover better ways of producing 
these things and to make more machinery and 
equipment which after put into operation will 
give us more shoes, and so on, than ever 
before. But if we save too much, the people 
won’t have enough shoes and things now. 
They may get very angry. We and you don’t 
mind if they get a little angry, but we can't 
let them get too upset. So our job is to find just 
the right proportion between consumption and 
saving." 

Says the Boss, "All right, all right. Go 
ahead. Why didn’t you say so in the first 
place? And don’t throw any of that mysterious 
double talk at me again." 

"Sorry, Boss. We have to speak like that 
among ourselves, just like medical men, in 
order to be precise and save time, and some¬ 
times we forget that laymen don't know our 
special language." 

With respect to the current year, then, the 
CPB assumes a total accounting-money income 
for the economy. This amount it allocates, 
according to the above-stated principles, 
between consumption products and saving- 
investment. The saving-investment or net- 
capital formation figure is one of the quantities 
on its capital-supply curve. Then the CPB 
arbitrarily sets a trial interest rate and orders 
all its plant and industry economists to use it in 


applying The Rule. The sum of these econo-' 
mists' decisions provides a total quantity of 
capital demanJeJ at the given interest rate. 
If this total exceeds the "supply " figure of the 
CPB allocation just mentioned, it is clear that 
the interest rate has been set too low and will 
have to be raised. And vice versa. After several 
more trials anJ errors a rate is found which 
brings the total of plant-industry demands for 
new capital into equality with the quantity 
desired by the CPB. 

In all planning and decisions having to do 
with dates in the future, it goes almost without 
saying that discounted rather than "ordinary" 
prices are used by the CPB economists. 

d. Allocution of Saving-Investment among Spe¬ 
cific Capital Uses 

The same procedures and principles used in 
the optimum proportioning of consumption 
goods govern the optimum proportioning of 
labor and capital among various particular 
quantities and qualities of machinery and 
equipment, plant buildings, and research into 
technological improvements (including many 
that are socially desirable but would not 
ordinarily be attempted in an Atomisia or 
other private-enterprise society such as smoke 
elimination and stream purification). Trial 
prices and quantities demanded are set for 
these products; The Rule is applied in their 
production; and adjustments in prices are made 
until the quantities supplied equal the quanti¬ 
ties demanded. 

It should be entirely understood that in this 
stage all applications of The Rule and all neces¬ 
sary adjustments of prices and quantities, for 
both consumption and capital products, are 
done centrally at the capital by CPB economists 
and officials. The actual plant managers in the 
field are ordered to hire the inputs and produce 
the outputs considered optimum by head¬ 
quarters. The job of these managers is to 
follow the orders and organize the inputs as 
efficiently as possible to produce as good 
products as possible. Theirs is entirely a 
technical and human-engineering task. All the 
economizing is performed at Mad Ion. 

e. The Extent of Resource Utilization 

The existence of an accounting-unit, book 
kind of money makes no difference to the 
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smooth, stable functioning of the Dictatian 
economy. The CPB keeps its price expectations 
inelastic and certain. The total dollar quantity 
of book money is increased at the same pace as 
physical output (just as in progressive Atom- 
isia), so that the general level of accounting 
prices remains constant and the total dollars of 
the national income rises in step with the 
physical output. There are no cyclical fluctua¬ 
tions. 

f. Summary 

Thus we see how our imaginary Dictatia 
solves its economic problems in an econom¬ 
ically rational and in an administratively and 
politically feasible manner. Let these things be 
a never-to-be forgotten lesson to us, an eco¬ 
nomic-political principle applicable to all sorts 
of economics, democratic or authoritarian, 
where some significant amount of governmental 
action in the economic sphere is necessary. 
First, the principles of economizing are uni¬ 
versal. Second, not only must the government 
actions be economically sound; they must also 
in the long run be politically feasible—accept¬ 
able to at least a majority of the households; 
and they must be simple enough so that they 
do not bog down in administration or execu¬ 
tion. 

We sec also the tremendous importance of 
The Rule in making the universal principles of 
economizing effective, i.e., in achieving maxi¬ 
mum economic welfare. In an economy where 
all households and firms are economic atoms 
and buy and sell in purely competitive markets. 
The Rule is The Hand's only rival. In fact, it 
n The Hand, enforced by government. In the 
real world it appears, moreover, that an 
Atomisia could not exist and The Hand could 
not perform in the flawless fashion we have 
described. Such is human nature in such a 
society that monopolistic elements would 
almost inevitably interfere with The Hand s 
universal equating of marginal utilities with 
marginal production costs. Almost inevitably, 
if economic want-satisfaction is to be maxi¬ 
mized, the government will have to intervene 
and enforce the operation of The Hand. Govern¬ 
ment-enforced pure competition means the 
establishment of The Rule. 

We do not, by what we have already said or 
shall say, mean to suggest that a Dictatia and 
its Boss, as here described, could exist in the 


real world either. Human nature may never be 
such as to permit the operation of The Rule and 
other Dictatian-Rulenian events. A real-world 
Boss might be a tyrant trying to maximize 
his own satisfaction at the expense of the 
people. The people might revolt. And so on. 
But our study here is aimed at an understand¬ 
ing of rational economizing when government 
makes the main economic decisions. 

Let us be quite clear what The Rule accom¬ 
plishes in Dictatia. It is essentially an instru¬ 
ment for optimum resource-allocation, i.e., for 
the maximization of want-satisfaction—given 
the distribution of income—from the allocation 
standpoint. (It may be a necessary but it is 
certainly not a sufficient instrument for the 
attainment of continuous full utilization of 
resources and economic progress. These ele¬ 
ments of maximum economic welfare come 
from control of the forces affecting the supply 
of and demand for money and the relations 
between planned saving and actual investment.) 
How docs The Rule achieve optimum eco¬ 
nomic resource-allocation? By insuring that 
labor and capital cease making so much of the 
products for which, at existing prices of factors 
and products, the factor-service prices are 
higher than their net MRP's (competitively 
calculated), and by insuring instead that they 
make more of the products for which the serv¬ 
ice prices are lower than their purely competi¬ 
tive net AIR P's. Under trial-and-error, then, the 
out-raovement raises product prices and de¬ 
creases factor-service prices in those sectors, 
and the in-raovement lowers product prices 
and raises service prices in the other sectors 
until throughout the economy in terms of one 
dollar the net MRP of each factor is the same 
in all uses and the price of a given factor is the 
same everywhere. Just as in the frontier 
economy or in Atomisia, any other allocation 
—i.e., to continue to move labor and capital 
from the production of one product to that of 
another—would bring a net loss in total want- 
satisfaction. 

Thus the enforcement of The Rule preven 
non-competitive plants from equating mu * 
rather than AO's with non-competitive rather 
than competitive MRP's. It thus prevents m«s- 
allocations of resources like those we discov¬ 
ered in Monocompia, Oligop.a, and Monopia. 

Of course, to say that The Rule ach eve 
maximum utility in the economic field ,s not 
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to conclude that it maximizes satisfaction in 
the economic-political field. The latter con¬ 
clusion, as we know by this time, would be 
justified only if The Boss's preferences were 
truly and benevolently in accord with the 
households' preferences and if the households, 
as well-informed citizens, preferred the Boss's 
government (goals and methods of economiz¬ 
ing) to all others. 

3. The Stage of Decentralized Administration 

of The Rule 

About this next stage of Dictatian "history’ ’ 
little need be said beyond what was said in 
the introductory outline (page 621). Every¬ 
thing is the same as in stage two except that 
(«i) industry managers are created in the field 
for the industries composed of small, undif¬ 
ferentiated plants (i.e., plants that would have 
been purely competitive even in a private- 
enterprise economy); (£) these decentralized 
industry managers are ordered to apply The 
Rule to their whole industries; and (c) the 
local managers of plants in all kinds of indus¬ 
tries have the economic duty of applying The 
Rule added to their engineering and human- 
relations tasks. This purely administrative 
step is taken to speed the making of economic 
decisions and to enlist the fuller cooperation 
of plant managers in the total program; after 
all, the plant managers know local conditions 
much better than any economist working in 
Madlon, and to delegate responsibility and 
authority is usually to obtain greater coopera¬ 
tion and effort. 

This program is found successful. Under it 
the local managers determine inputs and out¬ 
puts; they calculate product-supply and factor- 
service-dcmand. The CPS at Madlon remains 
the chief element in product demand and factor- 
service supply; the CPB, by its preferences, still 
guides the economy. It still ad justs prices where 
necessary—the prices which under The Rule are 
given data to the local managers. Labor is still 
conscripted, and consumption products are 
still rationed. 

4. Dictatia Becomes Rulcnia. The End of Full 

Economic Dictatorship. Free Markets for 

Consumption Products and Labor 

Next to the revolution itself, the most 
momentous event in the history of Dictatia is 
its transformation into Rulenia. This change 


marks the establishment of a high degree of 
economic liberty for the households. However 
other-worldish and unusual it might seem for 
a dictator to relinquish power, the Boss, who 
was never one for following a stereotyped pat¬ 
tern, does it and gets away with it. But, benev¬ 
olent as indeed he is, he does not at this time 
give all of the game "back to the boys." He 
restores the households'sovereignty and creates 
free markets in consumption products and 
labor; from now on the households’ rather than 
thcCPB’s preferences among products, between 
leisure and work, and among job opportunities 
are to determine consumption-product demand 
and labor supplies. Gone are labor conscription 
and consumption-product rationing. Further¬ 
more, since wage rates are to be market-deter¬ 
mined by the MRP's (purely competitive) of 
labor in various occupations; since relative 
MRP's depend in part on relative supplies of 
labor in the occupations; and since relative 
supplies differ for various reasons, including 
differences in human aptitudes, the distribution 
of labor income or total wage payments is 
permitted to be unequal. 

But the Boss is no fool. He keeps in the 
CPB's hands, i.e., in his own, the main con¬ 
ditions affecting optimum resource-allocation, 
full resource-utilization and smooth economic 
progress, and equal distribution of income. ( a ) 
He still enforces The Rule on all plant and 
industry managers. (6) Although he issues an 
inconvertible paper money and has households 
receive their wage and other payments in this 
money, he carefully controls the quantity of 
it as in the preceding stage. He also indirectly 
controls the rate at which it is spent on con¬ 
sumption goods by the households because of 
his ability to inspire their confidence and make 
their price expectations inelastic, (c) He con¬ 
trols the rate of investment spending directly 
through the retention of full sovereignty in the 
CPB over the rate of saving-investment. The 
households are given no say about saving out 
of income and thereby no say about the rate 

of interest. With cradle-to-grave security pro¬ 
vided by the government and with inelastic 
P r Vi c .* x Pf clat ‘ ons » there is no incentive to 
ind.v.duaMiouseh^d saving. In short, the 
CPB determines the supply of savings as before. 
And the enforcement of The Rule gives the 

deZT ent K . c K ontr< ? I f over net investment- 
demand, which as before is always made the 
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same as savings-supply. (<V) The Boss still con¬ 
trols the mam conditions affecting equality of 
income distribution. First, the total gross 
return from capital comes directly to the 
government. From this gross amount is sub¬ 
tracted (1) the depreciation charges needed to 
maintain and replace over time the existing 
stock of capital goods; and (2) the desired 
supply of new savings. The remainder of the 
interest from capital is divided among all the 
households on a strictly equalitarian basis. 
Second, he continues to provide free govern¬ 
ment training for all occupations that the 
household members, young or old, may wish 
to enter. In this way he helps provide not only 
mobility of labor but also equality of oppor¬ 
tunity to earn high labor income. As a result 
of these two measures the distribution of the 
economy's total income is relatively equal. 
Yet the possibility of increasing one's share 
provides some incentive to greater effort. 

In short, the Rulenian system of distribution 
combines the equalitarian and productivity 
principles of income distribution, emphasizing 
each where it docs the most good in promoting 
hard and cooperative work. Before the revolu¬ 
tion one of the main grievances of most house¬ 
holds had been (1) the very unequal distribu¬ 
tion of ownership of capital resource and (2) 
the consequent very unequal distribution of 
income from capital. This had promoted dis¬ 
unity and unwillingness to work hard and 
efficiently. But now, through the government, 
each household shares equally in the owner¬ 
ship of capital and in the net income from it. 
This fact leads to harder work and to coopera¬ 
tion. On the other hand, Rulenian households 
feel differently about the labor resource, the 
ownership of which, in skill and energy, 
resides very closely in one's person. They 
believe that every household member should 
have a full chance to develop completely what¬ 
ever talents he may have been endowed with; 
but they also believe that, once the native 
abilities have been trained, the size of each 
person's labor income should depend on how 
effectively he uses his abilities in production. 
Thus, when the Boss decrees income distribu¬ 
tion as above described, he doubly satisfies the 
households and elicits their best efforts to 
enlarge the size of the national pie. 

It is noteworthy that during this stage the 


organization of labor unions is prohibited 
because the Boss believes they would interfere 
with the operation of an economic system 
patterned after the principles of pure competi¬ 
tion. As a matter of fact, the prohibition is not 
strictly necessary. Strange as it seems to us 
from another land, the households give no 
evidence of feeling a need for unions in the 
economic sphere. And so far as human relations 
are concerned in large Rulenian plants having 
thousands of workers, the plant managers are 
under strict orders to establish and operate 
democratically workers' committees for the 
settlement of all grievances. 


5. The End of Political Dictatorship 

We see, then, that the Boss's partial restora¬ 
tion of economic freedom and sovereignty to 
the households pays off in the matter that 
interests him most at the time—the maximiza¬ 
tion of the households' economic want-satisfac¬ 
tion. Under free product and labor markets 
The Rule and the remaining government con¬ 
trols do a beautiful job. But this extraordinary 
(entirely unreal) dictator, with the inquiring 
mind and benevolent heart, is not yet satisfied 
with his handiwork. He still feels unable to 
lean back, rest, and call his work good. Believ¬ 
ing that man docs not live by bread alone, he 
now turns to a consideration of how he might 
maximize the households' political want-satis¬ 
faction also. He wants an optimum allocation 
of social, not merely economic, resources. So he 
uses his controls over the means of communica¬ 
tion to educate the households about the utili¬ 
ties and costs (in terras of freedom, security, 
stability, self-expression, and all the other 
things desired by human animals) of different 
forms of economic-political organization. And 
when he feels that the households must have a 
sufficient knowledge of these economic-politi¬ 
cal alternatives, he announces that he wants 
them henceforth to choose in periodic free elec¬ 
tions the alternative or combination that they 
themselves prefer. He also announces that, 
being assured of their capacity for self-deter¬ 
mination, he himself would be nothing more, 
if chosen, than the leader of one political party , 
his party's economic-political ' platform 
would advocate full political liberty plus (but 
no more than) the degree of economic liberty 
and the kind of economic system existing in 
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stage four; and he hopes the households which 
now hold divergent views on economic-politi¬ 
cal organization will create their own political 
parties and platforms and campaign to be 
elected to the seats of government. 

The Boss does not force political freedom on 
the households. Putting the democratic princi¬ 
ple at once into practice, he submits the ques¬ 
tion to a national referendum. The vote was 
overwhelmingly '’yes.” 

It is soon after this referendum that we enter 
Rulenia for our study. While we are there, the 
political parties are formed, choose their 
economic-political programs, and start cam¬ 
paigning for victory on E-day. Unfortunately, 
our itinerary through the various economies 
has taken so much time that we cannot stay 
to learn the results of the election. But, from 
the spontaneous vigor and intelligence with 
which the issues are debated over the radio, in 
the press, and in other forms (all of which have 
been made available to all parties by the Boss), 
we are convinced that the political freedoms 
are thoroughly en joyed by the households. 

Our main interest is of course in the parties* 
platforms. The three main ones arc outlined 
below. 

A. The Program of the Liberal Party 

1. Erect an enduring monument to The 

Boss. 

2. Change the name of the country to 

Nomatia to indicate to the world that 

a. We arc a country of no dogmas % either 
of the "left** or of the "right**; 

b. We believe that education, knowl¬ 
edge, understanding, and tolerance 
arc foremost requirements for the 
maximization of social welfare; and 

c. We are always willing to be flexible 
and to experiment with forms of 
economic-political organization. 

3. Allocate economic resources so that 

a. The government enforces The Rule 
but only on plants that arc not by 
economic and technological nature 
already purely competitive atoms; 

b. There are free markets for the buy¬ 
ing and selling of all consumption 
products, all non-human factors, 
and all factor services, including 
capital goods and savings; and 


c. Households may organize for the 
performance of non economic and 
political functions. 

4. Distribute economic income so that 

a. All capital resources are owned 
privately except those invested in 
public utilities; 

b. Private income from privately 
owned resources is distributed on 
the basis of the (purely competi¬ 
tive) productivity of the quantities 
owned by the households; 

c. Equality of opportunity exists for 
acquiring capital ownership and 
for training the work capacities of 
each household member who de¬ 
sires such training; and 

d. Labor income is distributed on the 
basis of (purely competitive) pro¬ 
ductivity. 

* 

5. The extent of economic resource utili¬ 
zation shall be as follows: 

a. Investment-spending shall be by 
private decision except for public 
utilities. 

b. There shall be government control 
of interest rate. 

c. There shall be government assur¬ 
ance of stable total spending 
through control over quantity of 
money, taxation, and spending by 
government. 

6. We desire full political liberties. 

a. There shall be free, periodic popular 
elections on issues and officials. 

b. National, provincial, and local 
assemblies, major executives, and 
judges shall be elected by and re¬ 
sponsible to the household-voters. 

7. The full social security and public 
health programs shall be main¬ 
tained. 

B. The Program of the Radical Party 

1. Erect an enduring monument to the 
Boss. 

2. The allocation of economic resources: 

a. Abolish the operation and enforce¬ 
ment of The Rule; 

b. Establish free markets for all con¬ 
sumption products, non-human fac¬ 
tors, and factor services; and 
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c. Permit organization of labor unions 
for the performance of all functions. 

3. The distribution of economic income: 

a. All capital resources shall be 
privately owned. 

b. Private income therefrom shall be 
distributed on the basis of the quan¬ 
tity owned and its productivity. 

c. There shall be equal opportunity 
for acquiring capital ownership 
and labor training. 

d. Labor income shall be distributed 
on the basis of productivity and 
bargaining. 

4. The extent of economic resource utili¬ 
zation: 

a. Investment decisions shall be made 
privately. 

b. There shall be frec-market deter¬ 
mination of the interest rate. 

c. There shall be government spend¬ 
ing, taxation, and control of the 
quantity of money to assure eco¬ 
nomic progress. 

5. All political liberties shall be kept. 

6. The whole social security system 
shall be abolished but the public 
health program shall be retained. 

C. The Program of the Conservative (the Boss's') 

Party 

1. The Doss (of course he really isn't a 
dictator any longer) says Rulcnia 
itself is all the monument he wants. 

2. The allocation of economic resources: 

a. Enforce The Rule on all plants. 

b. Establish free markets for consump¬ 
tion products and labor. 

c. Allow only the government "mar¬ 
ket’' for saving-investment. 

d. Prohibit labor unions entirely. 

3. The distribution of economic income: 

a. Let the ownership of the capital 
resource be retained by the govern¬ 
ment. 

b. Distribute equally the net-return 
from capital. 

c. Provide equal opportunity for labor 
training. 

d. Insure productivity distribution of 
latvn income. 


4. The extent of economic resource utili¬ 
zation: 

a. Allow only the government to 
make decisions on investment. 

b. Let the government control the 
quantity of money. 

5. Grant full political liberties. 

6. Retain the full social security and 
public health programs. 

These platforms are most interesting to us, 
especially in view of the party labels under 
which they appear. All parties seem to agree 
that (1) the government must try to achieve 
non-fluctuating economic progress, i.e., full 
utilization of expanding resources; (2) full 
equality of opportunity must be preserved; and 
(3) political democracy should prevail. Only 
two parties (the Liberals and the Conserva¬ 
tives) agree that the country’s economizing 
must try to achieve a purely competitive al¬ 
location of resources; the Radicals want full 
free private enterprise to prevail. Other main 
issues center on the ownership of capital 
resources, the distribution of income from 
them, the right to form labor unions, and the 
need for a social security program. The Con¬ 
servative Party's chief argument against private 
ownership of capital and private enterprise is 
that under such circumstances government 
control is bound to be much weaker and, con¬ 
sequently, the optimum allocation and full 
utilization of resources arc much less easily 
secured. The other parties' main point against 
state ownership and enterprise is that it allows 
too little economic (and perhaps, in time, 
political) freedom. 

Thus we sec that on the fundamental issues 
each alternative has its costs and utilities, and 
each party differs on what is the best allocation 
between security and freedom. To us, especially 
in view of the economic-political knowledge 
that exists in Rulenia and the tolerant, objec¬ 
tive way in which the debate is being con¬ 
ducted, the issues appear to be those on which 
informed men of good will might reasonably 
be expected to have honest differences. 

Of one thing we arc sure: However the 
question is settled at the polls, the households 
of Rulenia, possessing adequate knowledge ot 
economic-political alternatives, will have 
achieved an optimum allocation of socia 
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resources and a maximization of economic- 
political want-satisfaction. • 

We are also reasonably certain of one other 
thing: The Boss of Dictatia was an out-of-this- 
world character who could hardly exist in our 
part of the world. Whether his accomplish¬ 
ments could be matched by anyone in real life 
is something to ponder. That an iron-clad, 
bloody economic and political dictatorship 


should have passed over gradually and peace¬ 
ably to a form of economic-political democracy 
is almost beyond belief. But in any case our 
visit has been an exciting one. We have ob¬ 
tained some new insights. In the words with 
which so many motion-picture travelogues 
used to end, "It is with this thought that we 
reluctantly bid farewell to the economy of 
Dictatia-Rulcnia.” 



Part Two * Section E 


Some Hypothetical 
Multi-National Economies 


Introduction 

1. Relation of This Section to Previous Sections 
in Part Two 

We undertake now the next step toward an 
understanding of real-world political economy. 
Thus far we have studied only single economies, 
and for each one we explicitly or implicitly 
assumed complete economic-political isolation 
from any other country. We assumed that each 
economy was what is usually called a "closed 
economy," an economy of self-sufficiency or 
autarky. But in the real world, just as no man 
lives to himself, no nation does, not even those 
that are liberally endowed with most of the 
resources needed by a modern economy. So wc 
must now investigate the principles governing 
the various important economic relationships 
between and among national societies. 

For our model closed economics, we made 
one other important assumption, sometimes 
explicitly and sometimes implicitly: There 
were no obstacles to the free movement of 
factors (resources) and products from one place 
to another. There was geographic mobility. 
We admitted significant psychological, tech¬ 
nological, and economic immobilities in Mono- 
compia, Oligopia, and Monopia. But inter¬ 
regional barriers to movement were ruled out 
in all our economies except Barterland. 

There was a great deal of specialization and 
exchange among the economic units of all our 
large imaginary economics. Factors, factor 
services, and a large variety of products were 
bought and sold in a great many markets. But 
in general this trade was of a sort different from 
the trade between the Brown household and 
the Green household in Barterland. \\ herein, 
then, lies the difference? What is it that makes 
peculiar the economic intercourse between and 
among national economies and among the 
separate regions of a single national economy? 
Are there special principles governing inter¬ 
national and inter-regional trade? 

There are indeed particular conditions whose 


existence accounts for much of inter-country or 
inter-regional exchange of products and whose 
absence makes much of it unnecessary. Special 
principles govern this trade because these con¬ 
ditions exist. The conditions were developed 
in Chapter 8, and the student should refresh his 
memory by reviewing them. If, among the 
regions of a national economy or among the 
countries of a multi-national economy, the 
resources are not homogeneous or exist in dif¬ 
ferent proportions, and if more than one of the 
resources (particularly labor) cannot move from 
one region or country to another, then certain 
special principles will govern the exchange of 
products among the regions or nations. It was 
these conditions that we largely assumed away 
for the regions of our large model economies. 
(The existence of non-competing groups of 
workers, with immobility between the groups, 
was an exception to the assumption.) 

The essential difference between the main 
governing principles of the two kinds of ex¬ 
change—the internal trade in our model econo¬ 
mies and the inter-household trade in Barter- 
land (as well as the inter-regional and inter¬ 
national trade wc arc now beginning to 
discuss)—may be summarized as follows: In 
our model economics we assumed in general the 
mobility of non-natural resources, particularly 
labor. Hence the same cost alternatives were 
open to all persons in the economy, and the 
opportunity-cost ratio of producing two al¬ 
ternative products was the same for all pro¬ 
ducers. To be sure, firms specialized in making 
products, and the products were exchanged. 
But the "real" rate of exchange between 
any two products (the opportunity-cost ratio) 

was the same all over the economy. If. *<* 
example, within Atomisia, Region One had 
certain natural resources and Region Two had 
certain others, specialized production took 
place and the goods were exchanged within the 
economy. But for any two goods produced in 
the regions the opportunity-cost ratio was the 
same in both areas because the non-natural 
&X0 
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resources were assumed able to move freely 
beevveen the regions. If the opportunity-cost 
rates of exchange between two products A and 
B (as revealed by the relation between their 
money prices) had temporarily differed within 
the two regions, this difference would have 
been eliminated by a migration of firms and 
resources. Suppose any producer of product A 
in Region One had been able to get three units 
of B in exchange for one unit of his own prod¬ 
uct, but in Region Two a producer of A could 
have obtained only two units of B for one unit 
of his own. Clearly it would have been ad¬ 
vantageous for firms and resources to move 
from Region One to Two until the Teal'' ex¬ 
change-rate was the same within both areas, 
say one unit of product A for 2.5 units of B. 
The movement of the resources would have 
replaced the need for trade to some extent, and 
the exchange rate would have been equal to 
the one uniform opportunity-cost ratio. 

Suppose, however, that with different nat¬ 
ural-resource endowments there could have 
been no movement of other resources between 
the regions. Then there would have been 
permanently two different opportunity-cost 
ratios, one for each region. The production al¬ 
ternatives of firms in the two regions would 
have differed in relative cost terms. If the cost 
ratio in Region One had been one unit of A for 
three of B, and in Region Two had been one of 
A for two of B and no movement of non-natural 
resources between regions was possible, prod¬ 
ucts rather than resources would have moved 
so as to bring about a uniform exchange rate 
for the two regions. And this rate would have 
been somewhere between the "domestic" op¬ 
portunity-cost ratios of the two regions. 

The above survey gives us an introduction to 
conditions and principles peculiar to inter- 
country and inter-regional trade. If these Teal" 
concepts arc held in mind, the facts of many 
buyers and sellers in each country or region, of 
different currencies among the various nations, 
and of other complicating matters need not 
cause confusion. 

Clearly, then, if we had admitted immobility 
of resources (along with resource heterogeneity 
or along with different proportions of homo¬ 
geneous resources) among the regions of any 
of our model economies, we could have learned 
the economic principles governing product- 
trade among nations without going outside the 


economy. In other words, where resource im¬ 
mobilities arc important, the economic princi¬ 
ples of inter-regional trade arc fundamentally 
the same as those of international trade. The 
mere fact of separate, sovereign nations is not 
responsible for the principles of international 
trade. 

But the existence of separate nations, which 
is a political datum, does point up the economic 
principles of geographic immobility and inter¬ 
regional trade. This is why wc have waited 
until now to discuss inter-regional trade within 
a single economy. The highest political sover¬ 
eignty and the highest ultimate policy-making 
unit thus far developed by man resides in 
nations, and the word "economy" usually 
applies to the economic organization within 
rather than among nations. The fact of national 
sovereignty means that each national economy 
is in effect surrounded by a political moat. 
That is, although a real-world nation is usually 
not economically "closed" to an important 
degree for "natural" reasons (such as difficul¬ 
ties of transportation), it may be almost com¬ 
pletely closed politically. Consequently, from 
the over-all economic-political standpoint, a 
national economy as a whole is less "open" 
than a regional system within a given national 
economy. 

The political closedness which limits eco¬ 
nomic openness for a nation is manifested in a 
number of ways. These ways must be thought 
of as imposing obstacles to the free movement 
of factors or resources between households and 
firms—obstacles that make international move¬ 
ment less free than the movement among 
economic regions of the same nation. Sover¬ 
eign national governments can and do, to a 
greater or less extent in the real world, limit or 
encourage emigration and immigration of 
people. They can and do restrict or aid the 
sending of savings or capital abroad and the 
"immigration" of capital from other countries. 
Another impediment is the existence of national 
currencies. Within a given country the same 
accounting unit (such as the dollar, the pound, 
the franc, or the yen) applies to all economic 
regions. But an American importer of English 
woolens must obtain English pounds rather 
than dollars to pay for them; and an exporter 
who wishes to sell machines to a French firm 
cannot do so unless the French firm can pay for 
them in dollars. The existence of different cur- 
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rencies does not necessarily impede economic 
intercourse. But it does tend to have such a 
result. Again, the fact that one government 
has no control or authority over another (ex¬ 
cept that exercised through force or threat) 
introduces more risk into economic enterprise 
in a foreign country than exists in a domestic 
economy. Ordinarily, if I am to invest capital, 
say, in a Brazilian railroad, I demand a higher 
net return than I would from an American rail¬ 
road. For the American government is able to 
hold the American railroad to its contracts, 
making my investment relatively secure. But 
my government cannot reach the Brazilian rail¬ 
road except through the Brazilian government, 
which may not be willing to protect me against 
unfavorable actions by the firm in its own 
domain. These things make my chance of loss 
greater there. Finally, any foreign country is 
more or less '‘strange’' to most households 
and firms of another economy. There arc dif¬ 
ferent customs, different institutions or forms 
of economic and political organization, and 
usually a different spoken and written language. 
These conditions also impose some restraint 
on free movement and are part of the moat 
surrounding a national economy. 

2. The Plan of Discussion 

In this section of Part Two we shall study or 
review, within the framework of three hy¬ 
pothetical multi-national economies, the na¬ 
ture and kinds of economic specialization and 
economic movement among nations; the eco¬ 
nomic principles governing such specialization 
and movement; and the effect of these things on 
resource allocation, income distribution, and 
extent of resource utilization, both within a 
given national economy and within the world 
economy as a whole. We shall consider, first, a 
world of Dictatias and Rulenias; second, a 
world of purely competitive Atomisias; and 
third, a world of non-union Monopias. 

In making these surveys we shall not, for 
the most part, be entering a strange new eco¬ 
nomic world. Our emphasis and approach may 
be somewhat different, but we shall find that 
the fundamental principles of maximization in 
choosing among alternatives, which we have 
already asserted are universal, are applicable 
to world economics. The things we have 
learned from all our model single economies 


the single frontier household, the barter 
economy of two frontier households, Atomi- 
sia, Monocompia, Oligopia, early and latter- 
day Monopia, and Dictatia-Rulenia—will 
stand us in good stead now. 

The general organization of the material in 
this section will be the reverse of that used for 
our single national economies, because it 
appears to bring out the principles of multi¬ 
national economizing more closely. That is, 
whereas we considered resource allocation, 
resource utilization, and income distribution 
under each model economy, we shall now use 
these as main headings and deal with the model 
world economies under them. In studying 
resource allocation and income distribution 
we shall adhere to stationary or progressive 
assumptions; we shall abstract from the condi¬ 
tions that make for fluctuations in extent of 
resource-utilization and in national and world 
incomes. But when we deal with resource- 
utilization, we shall try to make the analysis 
fully 'dynamic." 

The order of study we shall follow is useful 
because it best brings out the main points 
about international trade. We shall study first 
a world of Dictatias because the discussion 
builds up naturally from our earlier study of 
trading between autonomous, authoritarian 
economic entities in Bartcrland. But "state 
trading'' and international barter, although on 
the increase in recent decades, has by no means 
been the prevailing mode of exchange among 
nations. Most international trade is conducted 
among private firms of various nations. There¬ 
fore we must study here two multi-national 
economies in which private trading takes place. 
The "real'' forces arc still present and exert the 
fundamental influences. But they operate in¬ 
directly through private trading, and special 
problems arise which we must understand. 
We thus deal with a group of nations in which 
there is nothing but pure competition among 
private economic units and in which there is 
no governmental interference. And finally we 
study an international situation in which pri¬ 
vate monopoly prevails, still without govern¬ 
ment interference. We look at a world o 
Atomisias in order to learn how international 
exchange would operate ideally, and we look 
at a world of non-union Monopias in order to 
discover the effects thereof on world welfare. 
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30 Resource Allocation and 

Income Distribution 

A. A World of Dictatias 
1. The Setting 

Let us imagine an economic-political world 
of two nations, each dominated economically 
and politically by a dictator trying to maximize 
the economic welfare of his subject households. 
Neither economy is fully endowed with all the 
natural resources and with the kinds of labor 
needed to make all the desired products in the 
desired quantities. However, each has previ¬ 
ously been self-sufficient or closed in its produc¬ 
tion, consumption, and politics. Before decid¬ 
ing to trade, each country was short in some 
desired products. Each dictator knows that 
the other economy possesses the natural and 
labor resources his country in some degree 
lacks, and each knows that his own economy 
is amply endowed with certain other natural 
and labor resources. Furthermore, each "boss’* 
understands the advantages of ( a ) specializing 
on producing the products for which his 
country's resources are best fitted and (A) ex¬ 
changing some of these for the products of 
other countries which effectively specialize in 
using their own resources in the most effective 
ways. They understand, in short, that special¬ 
ization and exchange are one way of producing 
more goods and increasing total want-satisfac¬ 
tion in their own economies. They believe, 
moreover, that large-scale specialization might 
well bring lower costs in their specialties even 
though both countries were equally endowed 
with resources. 

Under these circumstances our problems are 
to learn GO the principles which determine 
what goods will be exchanged among the 
economies; 0) the principles which govern 
the terras of exchange; (c) the principles which 
govern the allocation of resources in each 
economy and in the world as a whole; and 
W the principles which operate to determine 
how the gams from exchange will be shared 
between the economies. 


A. A World of Dictatias 
1. The setting 

2 The process of economizing 
a. The allocation of resources 
(!) Under a super-boss 

S The analysis in "rear' terms 
The analysis in money terms 
(2) Under national sovereignty 

S The Barterland analysis 
The Monopian analysis 
i. Country B's curves 
ii. Country A's curves 
iii. The bargained equilibrium of 
trade between A and B 
(c) The effect of transportation costs 
O) Summary: resource allocation and want- 
satisfaction in a world of Dictatias 
b. The distribution of want-satisfaction 

B. A World of Atomisias 
1. The setting 

2. The process of economizing 

a. Between two regions io the same country 
(1) Pre-trade equilibria 

8 Region One 
Region Two 

(2) The new equilibrium after trade 
(a) Process of reaching equilibrium 
(b) Changes in product prices, outputs, 
and quantities consumed 
i. From the standpoint of the econ- £ 
omy as a whole 
ii. Within each region 
(c) Changes in factor-service prices jnd 
inputs 

i. In the economy as a whole 
ii. In the two regions separately 
(31 Income distribution 
(4) Resource-allocation and income cora- 

K ;ition. Size of income 

cct of product-transportation costs 
(6) Mobility of factors 
(a} Labor movement 
(b) Capital movement 
(c) Conclusions 

(7) Inter-regional trade with the prices of 
both shoes and wheat higher in Region 
One 

(a) The process of reaching equilibrium 
(b) The nature of the equilibrium 
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2. The Process of Economizing 
a. The Alloc.ition of Resourcei 

(1) Under a Super-Doss, (a) The Analysis in 

Real" Terms. Both Dictatias, like any large 
economy, use money. But, in order to get at 
the "real'’ conditions as simply as possible, let 
us first abstract from money. 

Now if there were one Super-Boss in charge 
of both economies, he could move his movable 
resources around like chessmen. If one country, 
for example, had abundant fertile land but 
scarce labor and capital and some other country 
had the reverse, he could move households and 
capital to the land. And so on. Some resources, 
like the land, are not movable; but this does 
not matter so long as other resources can be 
moved to the immobile ones. But if for some 
reason the Super-Boss finds it undesirable or 
inconvenient to move labor this way, there is 
still a way to increase total output and want- 
satisfaction in the world as a whole. In the 
land-abundant, formerly self-sufficient country 
the Super-Boss could take workers and capital 
away from one or more other products, and 
put them on, say, wheat production; and in 
the other formerly self-sufficient country he 
could do the same for, say, shoes. Then he 
could cause some quantity of wheat to be ex¬ 
changed for shoes. In other words, depending 
on conditions which we consider later, the 
movement or exchange of products may nearly 
or entirely accomplish the same result as the 
movement or exchange of productive factors. 
Each kind of movement is wholly or partly 
a substitute for the other; and to whatever 
extent the one is possible, the other need not 
take place. Actually, the Super-Boss would 
find that in some cases it is better (i.e., would 
cost less) to move the product, in other cases 
to move the factors, and in still others to do 
both. That is, in any whole economy the 
cheapest movements are the best, and some 
products and some factors do move. 

What happens when either products or 
factors move-* If a factor such as labor is free to 
move from one country or region to the other 
and there to combine with other resources 
which are more productive than the non-labor 
resources in ns own region, then the labor 
from the first region raises its marginal physical 
product at the same time that the labor already 


in the second region experiences a diminution 
from its previous MPP because of the in¬ 
crease in the total supply of labor working in 
region two. Then the (homogeneous) labor 
from both regions now working in the second 
comes to have the same MPP in being com¬ 
bined with the richer resource in this region. 
But if not all the labor in the first region moves 
to the second, the MPP of the labor left be¬ 
hind and working with the poorer resource 
rises to equal the MPP of labor in region two. 
This happens because of the leftward shift of 
the labor-supply curve in the first region. In 
short, the free movement of labor operates to 
equalize the labor MPP all over the two-nation 
economy. 

Moreover, if homogeneous labor is immo¬ 
bile, but products can move between areas, 
there is also a tendency toward the equalization 
of labor MPP's all over the economy. We shall 
look into this in detail later, but we may say 
here that, to whatever extent product exchange 
equalizes labor MPP' s, such exchange is a 
substitute for the movement of labor itself. 

The transfer of either products or factors 
may of course involve costs, and these take 
their places among the total production costs 
from which the opportunity-cost ratios for 
the products arc derived. Sometimes (as with 
bricks) the costs of movement (which in the 
broadest sense may be political as well as 
economic) are so high that the movement or 
exchange of products or factors is virtually 
prohibited. That is, the opportunity-cost 
ratios in these cases become such that there 
are cheaper alternatives, such as production 
for home use only. The result is almost the 
same as if the products were physically anchored 
like the land. 

Still abstracting from money, let us simplify 
our analysis by assuming that (as in Barter- 
land) there are no costs in transporting prod¬ 
ucts. Assume that all resources are immobile, 
so that, to whatever extent possible, the ex¬ 
change of products must be a substitute for the 
movement of labor or other resources. Then the 
principles peculiar to international and inter¬ 
regional trade take hold. With non-horao- 
geneous resources or with homogeneous re¬ 
sources existing in different proportions in the 
two Dictatias, the immobility of resources 
results in different opportunity-cost ratios 
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for che production of wheat and shoes. Then 
the Super-Boss will, if rationally trying to 
maximize the want-satisfaction of the house¬ 
holds in both countries, seek a "real" rate of 
exchange between these products (1) which 
just equals the ratio of the marginal utilities 
obtained from the products by the households 
of Dictatia A and the households of Dictatia B. 
and (2) at which the quantities of the products 
demanded are just equal to the quantities sup¬ 
plied. (These Ml/'s must of course be estimated 
by the Super-Boss.) For example, he will try to 
set an exchange-rate like the skins-roots rate of 
Chapter 8 (page 139) shown by the line \VW 
in Chart 10. In this process he will try to have 
quantities of wheat and shoes produced by 
each specializing country up to the point where 
the ratio of labor s MPP in producing shoes to 
labor's MPP in producing wheat is the same in 
each country. Because we arc considering 
whole economies, in which increasing rather 
than constant costs prevail for both products, 
there is not likely to be complete specialization; 
as we shall see later. Each country will prob¬ 
ably make some of the product in which it has 
a comparative disadvantage. But specialization 
and exchange will be ordcreJ, so far as possible, 
up to the points set forth above. 

(b) The Analysis in Money Terms. If now we 
admit money into our analysis, we must care¬ 
fully remember that the Teal" conditions still 
exist and operate to determine the fundamental 
characteristics of the product-exchange. But 
the use of money makes the job of the Super- 
Boss much easier. Let us assume for simplicity 
that both countries use the same currency and 
there are no monetary barriers to product- 
exchange. Under the Super-Boss's direction, 
the Planning Board, as in our latter-day Dic¬ 
tatia of Chapter 29, enforces The Rule on all 
plants in both economies. Here we can also 
admit the cost of transporting the products. If 
the importing plants in each country pay these 
costs, each plant in a given country equates the 
price of an exported product to the (purely com¬ 
petitive) marginal cost of producing it, the 
marginal cost including the cost of transfer. 
At the same time, for each factor service, each 
plant equates its price with its (purely com¬ 
petitive) marginal revenue product, so that as 
nearly as possible an optimum combination of 
the inputs is attained. 


The "plants" (railroads, steamship com¬ 
panies, truckers, etc.) who carry the products 
or otherwise facilitate the transfers also 
equate the prices of their own factor services 
with their respective MRP's. 

We know by this time what such universal 
equatings mean. Through them, under a com¬ 
pletely authoritarian administration of The 
Rule, a world dictator controlling several 
separate countries with different and immobile 
resources can achieve an optimum allocation 
of resources for both countries and within each 
in terms of the whole, given the immobility 
of resources. It is also clear that this result is 
exactly like the one obtainable by the Boss of 
a single Dictatia containing several regions 
with different resources. Under a Super-Boss 
the separate countries would really be One 
World (however politically unpleasant it 
might be to live in). 

It should be very clearly understood, how¬ 
ever, that conditions may be such as to make 
this allocation of resources not as good as 
the one which would exist if one or more 
resources (like labor) were mobile. Product 
movement may not be a complete substitute 
for factor movement. Given the immobility 
of the resources, the world economy's resource- 
allocation is an optimum one under The Rule. 
But mobility of labor might give an even better 
allocation. 

In any case, the allocation result is the same 
as the one previously described in "real" 
terms: Under The Rule a "real" exchange-rate 
is determined which is equal to the marginal- 
utility ratios of the households in each country. 

(2) Under National Sovereignty. But there is, 
actually, no Super-Boss or world government 
for our two authoritarian economies. They 
are not One World. Each dictator exercises 
complete political and economic control with¬ 
in his own country and is hostile to any inter¬ 
ference from outside. Each Boss of course 
recognizes the advantages of specialization and 
exchange because of the inequality in pro¬ 
ductive resources. So each tries to exchange 
products with the other country. 

It should be clear that under these circum¬ 
stances the economic process and its results are 
essentially the same as in the little frontier 
barter economy. They are also essentially the 
same as under union-employer bargaining in 
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latter-day Monopia. So we shall use both these 
analyses to help our understanding. 

(a) The Barter land Analysis. The barter- 
economy discussion (Chapter 8) is so com¬ 
pletely applicable to our present problems that 
there is no need to review it. If the student 
rereads that chapter, beginning on page 134, 
and at every point substitutes Dictatia A for 
the Browns and B for the Greens, shoes for 
skins and wheat for roots, and so on, he will 
have the correct answers to our problems about 
exchange rates, quantities traded, resource- 
allocation and income-composition, and the 
distribution of total outputs. Pages 134-139 
were written with our present world economy 
in mind and will serve as our present discussion. 

(b) The Monopian Kind of Analysis. When we 
attack our problems with the tools we used 
in our study of union-employer bargaining for 
Monopia, our task of interpretation becomes 
more difficult. But it is also more rewarding, 
for we can present more aspects of the problem 
than with the Barterland tools of analysis. 
Turn back to Charts 108-110 and 112 (page*. 
387-596) in Chapter 28. In these charts, let us 
now consider that pairs of shoes are measured 
on the Y axis. (As before, Dictatia A, with 
plentiful labor and scarce land, is better in 
shoe production, while B, with plenty of land 
and scarce labor, is better in wheat.) But the 
meaning of these measurements or quantities 
must be grasped here with great care: If we 
say merely "shoes are on the Y axis and wheat 
is on the X axis," we have failed to explain 
this meaning; we leave the impression that 
shoes and wheat are alternatives in this diagram. 
They are not alternatives in our old sense, any 
more than the wage earnings and work-hours 
shown originally on the Y and X axes of 
Chart 108 were. Our explanation of the in¬ 
difference and cost curves below will help 
establish this point. Therefore, when we are 
dealing with Dictatia B, we must consider 
the Y axis to represent shoes gained and the 
X axis to measure wheat given up; and the 
greater the quantity of shoes gained, the 
greater the quantity of wheat given up. This 
interpretation gives us indifference curves and 
cost or outlay curves of positive slope for B. 
On the other hand, in dealing with Dictatia A 
we must consider the Y axis to measure shoes 
given up and X axis wheat gamed. The greater 


the quantity of wheat gained, the greater the 
quantity of shoes sacrificed. This interpretation 
also gives us positive curves for A. 

(i) Country B's curves. With these things 
firmly in mind, look at Chart 108. How shall 
the indifference curves be interpreted? 
The curve which begins at the point of 
origin, represents to country B a constant 
amount of total utility which at all points on 
the curve equals (is no less or greater than) the 
total utility at the point of origin D, where no 
wheat is given up and no shoes are gained in 
exchange. In other words total utility on this 
curve equals the total utility of consuming 
nothing but wheat. The curve I u which 
originates on the Y axis above 0, represents 
a constant, higher amount of utility to B; it 
represents, at all points, the utility of con¬ 
suming as much wheat as before plus a constant 
addition of utility from shoes shown by the 
distance above 0 where the l\ curve begins. 
To state this differently, the total utility 
dimension of curve /1 is the same as that at 
point Y i, where no wheat is given up and 0Y i 
shoes are gained. Each successive indifference 
curve thus shows a greater constant amount 
of total utility. 

We must now interpret the W curves in 
Chart 108. Disregard curve W 0 and consider 
curve W x . This now represents Dictatia B's 
domestic opportunity-cost curve, and any point 
on it, such as H i, must therefore be interpreted 
as follows: The quantity of wheat shown at 
Hi is the amount that must be given up in the 
absence of trade in order to produce the quantity 
of shoes represented at H,. Since the curve W\ 
is a straight line, this sacrifice or opportunity- 
cost ratio is constant; that is, we are here 
assuming constant costs for the production of 
each good. The curves W 2 and are two 
among many curves representing possible rates 
of exchange of wheat for shoes with country 
A. They are all higher than Wi and represent 
more favorable rates than the domestic op¬ 
portunity-cost ratio; fewer bushels of wheat 
have to be given up to obtain one more pair 
of shoes. In other words, a given movement 
outward along the wheat axis provides a 
larger movement up the Y axis as we move to 
higher W curves; country B gains more shoes 
for a given export of wheat the higher the 
exchange-rate is in its favor. 
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Each cost-ratio curve, including domestic 
W u ^ tangent to an indifference curve. At the 
points of tangency, as usual, the "willingness’' 
ratio equals the "ability” ratio; the psycholog¬ 
ical substitution rate matches the outlay- 
substitution rate. Then if we connect the 
tangency points, such as H ,, Hj, H 3 , with a 
curve beginning at 0, we have a curve like the 
S curve of Chart 108. We may call this a 
“supply-demand" curve or, to use the term 
traditional in economic literature, a "reciprocal 
demand” curve. Either term means that the 
S curve is not like the usual demand or supply 
curve: It represents B’s demands for shoes in 
terms of the total amount of wheat it is willing 
to exchange for any given amount of shoes. 
It also represents B’s supplies of wheat for any 
total amounts of shoes offered to it. 

In trading with Dictatia A, B will not ac¬ 
cept an exchange rate lower than that repre¬ 
sented by the W x curve, i.e., lower than its 
domestic opportunity-cost rate. So B’s points 
of tangency below H x have no relevance to 
the trading problem; the reciprocal demand 
curve actually begins at H%. 

(ii) Country A s curves. Now let us turn to 
Chart 109 (page 589), still measuring wheat on 
the X and shoes on the Y axis and giving these 
measurements the same sort of meaning as in 
Chart 108. We then have A’s indifference 
curves /._ 4 and domestic opportunity-cost 
curve W k . The curve /. represents to A a 
constant amount of total utility which at all 
points is no greater or less than the total 
utility at the point of origin, where no shoes 
are given up and no wheat is obtained in ex¬ 
change. The curve's total utility equals that 
of consuming nothing but shoes. The indiffer¬ 
ence curves originating at points successively 
farther out on the X axis represent successively 
higher amounts of total utility. Curve / a , for 
example, shows throughout its length a total 
satisfaction equal to the utility of consuming 
as many shoes as before plus a constant addi¬ 
tion of utility from wheat as shown by the 
distance from 0 where the curve begins. The 
slope of any point on any of these consumption 
indifference curves reflects a ratio of marginal 
utilities from shoes and wheat. That is, any 
point shows the marginal willingness of A to 
substitute wheat for shoes—the maximum 
number of pairs of shoes A is willing to give 


up in order to obtain one more bushel of wheat, 
given a constant amount of total utility. 

The straight opportunity-cost curve W h 
represents the domestic technological ability of 
Dictatia A to substitute wheat for shoes. 
The constant slope of this curve shows how 
many pairs of shoes A must always give up in 
order to obtain one more bushel of wheat. 
There is here a constant rate of outlay substitu¬ 
tion. The curves W K -W s show a few of the 
possible trading ratios of shoes for wheat. 
Each of these, as we move to the right, is 
more favorable to A than W,\ that is, with 
these curves A is able to obtain more and 
more wheat for the giving-up (export) of a 
given quantity of shoes. 

Each of the cost curves, beginning with W it 
is tangent to an indifference curve. At any point 
of tangency, as usual, the ratio of marginal 
utilities from shoes and wheat (i.e., the 
marginal rate of psychological substitution) 
equals the ratio of marginal costs or outlays 
(the marginal rate of outlay substitution). 
That is, at any tangency the largest number of 
shoes A is willing to give up for another bushel 
of wheat just equals the number which, ac¬ 
cording to the slope of the cost curve, it must 
give up. If then we connect the tangcncy- 
points with a line, we obtain Dictatia A’s 
reciprocal demand or supply-demand curve, 
which is marked D in Chart 109. This curve 
represents A s demands for B’s wheat in terms 
of the total amount of shoes A is willing to 
exchange for any given amount of wheat. 
It also represents A’s supplies of shoes for any 
total amounts of B's wheat offered. 

(iii) The bargained equilibrium of trade between 
A and D. Now let us bring the two countries' 
reciprocal demand curves, indifference maps, 
and domestic cost curves together, to see how 
the rate of exchange between the two Bosses 
will be bargained. As in our discussion of 
union-employer bargaining, we shall consider 
two main cases: (*) where only the exchange 
rate is bargained, with the amounts of the 
two products demanded and supplied by the 
respective countries left up to the decision of 
the respective Bosses; and (*) where both the 
rate and the quantities are bargained. We said 
in Chapter 28 that with union-employer bar¬ 
gaining, the first case is the usual one. Not so 
here. The second is the one almost always 
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found in rc.il-world inter-country barter. 
Nevertheless, each case is interesting. 

Exchange-rate bargaining In Chart 110, A's 
reciprocal demand curve is shown as D/ and 
B’s as S„. Their intersection at £ is the only 
point (i.e., provides the only exchange rate) 
where the quantity of wheat that Boss A 
wants to import from B in return for the 
designated quantity of shoes equals the quan¬ 
tity of wheat that Boss B is willing and able to 
give up for the quantity of shoes available 
from A. Onl y at E does the aitillable export of 
shoes by A equal the Jest red import by B, at 
the same time that the available export of wheat 
by B equals the desired import by A. Only at E 
is the marginal-utility ratio of the two goods 
for A equal to the marginal-utility ratio of 
the two goods for B. For, as we shall see, an 
A indifference curve is tangent to a B indiffer¬ 
ence curve at point E (see Chart 112). 

But many other trading rates may be bar¬ 
gained. Let us again examine Chart 110 to 
understand the possibilities. As with union- 
employer bargaining, each country's reciprocal 
demand curve beyond £ is irrelevant to the 
quantities of the two products that will be 
exchanged. At the exchange rate represented 
by the line \V fl Boss B would be glad to obtain 
the shoes in return for the wheat designated 
at point T on his curve S„. But at this exchange 
rate Boss A would not go off hn curve D /. 
He would export only the shoes in return for 
the wheat designated at point R on this curve. 
Similarly the portion of A's curve D, beyond 
£ can be shown to have no bearing on the 
bargaining. 

Then what portions of the two reciprocal 
demand curves are relevant? If Boss B had bis 
way, he would choose an exchange rate W t 
passing through point R on As reciprocal 
demand curve D,. This is his best possible rate, 
for it puts him on his highest possible indiffer¬ 
ence curve /„, which is just tangent to D, at K. 
Whether Boss B gets this rate depends on 
two things: («/) the location of Boss A's 
domestic cost curve; and (£) Boss B's relative 
bargaining skill. If A's domestic cost curve is 
to the left of R, there is no deterrent to Boss B 
except his own bargaining skill in relation to 
A s. If A's domestic cost curve is to the right 
of R, then exchange rate \V e is not available, 
no matter what B's bargaining superiority 


might be. Boss A would pick up his marbles 
and go home; he would be economically crazy 
to trade at a rate lower than his domestic 
opportunity-cost ratio. On the other hand, if 
Boss A had bis way, he would choose an ex¬ 
change rate W n passing through point M, 
where Boss B’s reciprocal demand curve is 
tangent to the highest possible indifference 
curve l f of Boss A. Whether A can achieve this 
exchange rate again depends on his relative 
bargaining skill and the location of B’s 
domestic cost curve. 

Let us assume, for simplicity, that B's 
minimum or domestic cost curve is represented 
by li / .„ the same curve that is the best for 
Boss A; and that A's minimum or domestic 
cost curve is represented by W„ which is also 
B's best curve. Then we have the range of 
possible exchange rates lying on the two 
reciprocal demand curves from R and AI, re¬ 
spectively, up to point £. This path of possible 
rates (and accompanying quantities exchanged) 
we may again label the settlement locus. Just 
where the bargain is finally made depends on 
the relative bargaining skills of the two 
Bosses; and as usual, the "|ust where” is inde¬ 
terminate because we have developed no in¬ 
dependent measuring rod as an indicator of 
this skill. 

Excbange-rate-ami-export-import bargain inf,. If 
now we assume that the quantities exchanged 
as well as the rate of exchange arc bargained, 
we come to the situation depicted in Chart 112. 
The bargain will lie somewhere along the 
contract curve CC, between limits set by the 
respective domestic cost curves. The "settle¬ 
ment locus," except for point £, which is on 
the contract curve, now becomes irrelevant. 
As shown in previous discussions, there is 
always some point on this curve which is 
superior, for the economy as a whole, to any 
given point off the curve. At least one party 
can reach a higher indifference curve by moving 
on to the curve, and the other can suffer this 
movement without loss and possibly with gain 
to himself. Let the student work out the solu¬ 
tion himself with the aid of pages 594-596 of 
Chapter 28. 

Thus with these graphic tools we can show 
on a single chart not only the contract curve 
but also the reciprocal demand curves of the 
two countries and what bargains may be 
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made either on the exchange-rate alone or on 
both the rate and the quantities exchanged. 
Later we shall find that these analytical tools 
are useful also in studying purely competitive, 
atomistic trading conditions. 

(c) The Effect of Transportation Costs. When 
a barter rate of exchange is bargained out 
between the two autonomous Dosses, they 
must unavoidably (like the Super-Doss previ¬ 
ously considered) give attention to the costs 
involved in moving shoes from Dictatia A to 
D and wheat from D to A. These costs consti¬ 
tute barriers to the movement of the products. 
They may be thought of as reducing the op¬ 
portunity-cost advantage (absolute or com¬ 
parative) of A in shoes and of D in wheat. 

In graphic Darterland terms we must think 
of the solid opportunity-cost curve of A in 
Chart 9A (page 136) as being less steeply 
sloped; point W is closer to 0. Similarly, in 
Chart 9D the opportunity cost curve of D is 
less flat; point V is nearer 0. The same two 
changes must be made in Charts 10 and 11. 
In Chart 10 the WE and WE curves arc closer 
together; the contract curve CC is shorter, and 
there is less room for bargaining. 

In graphic Monopian terms we find transport 
costs would raise D's limiting cost curve up 
leftward and would shift A s down and right- 
ward. These costs would thus narrow (*) the 
settlement locus in exchange-rate bargaining 
and (b) the contract curve in ratc-plus-quantity 
bargaining. 

In short, the fact of transportation costs for 
the two products has the effect of narrowing 
substantially the limits within which the 
actual rate of exchange can be bargained. 

Moving a product from the place of manu¬ 
facture to the place of use or consumption is, 
as we learned long ago, really a part of produc¬ 
tion in the broadest sense; it is the creation of 
place utility. Therefore, since such costs are 
properly part of unavoidable total production 
costs, they cannot be considered as avoidable 
impediments to free movement. They are not 
man-made like tariffs or other barriers to trade 
but are inescapable like the other economic and 
technical costs hitherto considered. Our previ¬ 
ous discussion simply ignored them for sim¬ 
plicity's sake. 

(3) Summary: Resource Allocation and Want- 
Satisfaction in a World of Dictatias. The fore¬ 


going discussions boil down to this: First, in 
cither “real" or money terms, a world of 
Dictatias governed by a Super-Doss who tries 
to do a rational job of economizing in all the 
households' interests is really One World; 
that is, except that resources arc immobile we 
have the same conditions as in a latter stage of 
Dictatia, the single authoritarian economy. 
Under these conditions, which simulate those 
of pure and reasonably perfect competition 
(where, in money terms, factor service prices 
are universally equated with respective purely 
competitive MRP's'), resources are allocated in 
optimum fashion; and output and want-satis¬ 
faction arc maximized, given the immobility 
of the resources. All regions of both countries 
arc encouraged to specialize in producing the 
products for which their endowments of re¬ 
sources best fit them. All “artificial" obstacles 
to the free movement of the exportable-im¬ 
portable products arc forbidden. 

Second, in a world of independent, sovereign 
Dictatias in which the respective Dosses agree 
to refrain from imposing political barriers to 
specialization and exchange, each Doss tries 
to maximize want-satisfaction for his own 
economy. Yet, under our assumptions, the 
bargaining between the Dosses will not result 
in an optimal allocation of resources in the 
two-country economy as a whole unless the 
agrecd-on rate of exchange happens to be the 
one (at point £) which would be achieved 
under atomistic competition. 

If we drop our assumption that the Dosses 
agree to forego political barriers to trade, i.e., 
if we admit that “state barter" may and 
probably does involve political threats and 
actions so that economic rationality yields to 
the desire for political aggrandizement, then 
it goes almost without saying that there will 
probably be some misallocation of resources, 
some failure to maximize output, in the 
economy as a whole. 

As in Darterland, however, we cannot (even 
though there may be an optimum allocation 
of resources) say that want-satisfaction is 
maximized in the two-Doss economy until 
we know how income is distributed. And here 
we must know more about income distribution 
than in Darterland. For the latter we con¬ 
cerned ourselves only with the division of the 
total income between the two households and 
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ignored the distribution of each household's 
share among its own members. (We assumed 
that, with due allowance for age, each in¬ 
dividual had the same capacity for enjoyment 
and that the indilference maps of the house¬ 
holds gave representation to this assumption.) 
With the two-Dictatia economy, however, 
we must consider not only the distribution of 
the world income between the two countries 
as wholes but also the distribution of each 
country’s share among its own households. 
The two distributions must be dealt with to¬ 
gether if we are to see whether, under inter¬ 
country barter, want-satisfaction is maxi¬ 
mized. 

For the distribution of the two-country 
total income between the countries as wholes, 
we may say, in respect to bargaining the rate of 
exchange and the quantities exchanged, that 
00 for every bargain off the contract curve 
there is a bargain on the curve which provides 
higher want-satisfaction for both-cconomies- 
together; (£) a movement from one bargain to 
another on this curve tends to produce a loss in 
satisfaction for one country and a gain for the 
other; and (c) without regard to any change in 
income distribution within the countries as a 
result of the bargaining, the point on the curve 
which tends to maximize satisfaction for the 
whole international economy is the purely 
competitive one. 

But suppose that a movement along the 
contract curve to the point where general 
want-satisfaction tends to be maximized means 
redistributing the claims on satisfaction among 
the households in each economy. If the ca¬ 
pacities for enjoyment are about equal among 
the households within each country separately, 
and if, after the movement to the potentially 
maximizing point on the contract curve, the 
claims on want-satisfaction are, for whatever 
reason, more equally or no less unequally dis¬ 
tributed in both economies, then we may say 
that the potentially maximizing point is the 
actually maximizing one. But if the claims in 
both economies are, for some reason, less 
equally distributed than before, we can be sure 
that actual maximization of want-satisfaction 
is lacking only if it is impossible by taxation 
to redistribute the claims so that the distribu¬ 
tion is not less equal than it was before the 
movement to the potential maximization 


bargain. That is, if, after the distribution be¬ 
comes less equal in one country, its Boss 
could 0») take some claims from the house¬ 
holds which had become better off, still how¬ 
ever leaving them at least no worse off than 
before the new international agreement was 
made, and ( b ) distribute these claims among 
the other households, which had become worse 
off, making them at least as well off as before, 
then we may say that the potential maximiza¬ 
tion point reached under the new agreement 
is the actual one. 

Suppose, however, that the distribution of 
claims, after the new bargain, is worsened in 
only one of the two economies. If it is im¬ 
proved in the other economy enough to offset 
what happened in the first, we may say that, 
for the world as a whole, want-satisfaction 
has been maximized without recourse to 
taxation. But, if the distribution in the second 
economy is not improved enough to offset the 
deterioration in the first, the taxation test 
must be used to learn the net world result. 

Finally, as always, we must consider the 
amount of want-satisfaction not only from 
the purely economic but also from the broader 
social point of view, which includes what we 
have been calling "political" want-satisfaction 
as well as that from the consumption of 
economic goods. For such alternative goods as 
freedom and security are things no less im¬ 
portant than what arc commonly known as 
economic goods. The political goods also have 
their costs and their utilities and must be 
included in any attempt to appraise the welfare 
of any economy, national or multi-national. 

Our attitude on these matters should by 
now be clear: Rational economic decisions 
depend on the objective weighing of alterna¬ 
tives whose costs and utilities at the margin 
are known. Adequate knowledge of the al¬ 
ternatives and of their marginal costs and 
utilities is a condition necessary to the maxi¬ 
mization of economic want-satisfaction. The 
same is true of the broader, economic-political 
field. We cannot say that total welfare has 
been maximized and evenly distributed in 
either of our two Dictatias unless we are 
satisfied that the households have learned ail 
the economic-political alternatives, >ncliiding 
freedom and security, have learned their 
marginal costs and utilities, and have freely 
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chosen the quantities of each good to be 
"produced ,, in the economy. 

b. The Distribution of Want-Satisfaction 

Having dealt with the distribution of want- 
satisfaction from the standpoint of maximizing 
it, we must now examine the conditions which 
determine its distribution. Here we must 
distinguish the One World of the Super-Doss 
and the two-economy world where there is no 
over-all government. For each of these worlds 
wc must also distinguish the distribution of 
want-satisfaction between the countries as 
such and within each country. Finally, in 
considering the distribution within a given 
country we must distinguish the distribution 
among classes of factor-owners (labor, capital, 
etc.) and the distribution among household* 
by size-of-income classes. 

In the One World of the Super-Doss, we 
know that the universal enforcement of The 
Rule produces the same economic results as 
pure competition in the world as a whole 
under international trade. The purely com¬ 
petitive effects on the distribution of want- 
satisfaction between countries and on the 
intra-country distribution among classes of 
factor-owners arc presented later in the chapter 
(pages 658-659). That discussion will serve 
our purpose here, although the conclusions 
there reached on distribution among factor- 
owing classes have little relevance because in 
Dictatia the government owns all non-human 
resources in behalf of the households, which 
own the labor resource. As to the distribution 
within each country by size-of-income classes, 
wc may merely note that the principles and 
nature of the distribution are the same as in the 
single latter-day Dictatia of Chapter 29. 

In respect to the two-Dictatia economy, we 
may note the following: (1) The distribution 
of want-satisfaction among households divided 
into factor-owning classes within each country 
follows the purely competitive discussion 
presented later; but here also, for the reason 
given above, the conclusions have little sig¬ 
nificance. (2) The distribution among income 
classes within a single Dictatia here also 
follows the discussion of Chapter 29. (3) The 
distribution of total want-satisfaction in the 
world economy between the separate countries 
follows the discussion of Darterland in Chapter 


8. That is, between the limits set by the relative 
opportunity-cost ratios of the two countries, 
total satisfaction is divided between the 
countries on the basis of the relationship be¬ 
tween their reciprocal demands for each 
other's specialties and the relative bargaining 
skills of the two Dosses. That country will get 
the larger share which possesses the greater 
bargaining skill and for whose specialized 
product the world demand is the higher. 

D. A World or Atomisias 
1. The Setting 

We are now in a multi-national economy 
composed of, say, two Atomisias. In each 
country the government is strictly laissez. fain, 
and in each we assume all the other conditions 
of the single stationary economy of Chapters 
9-22. An additional important assumption has 
to do with each country’s currency or monetary 
unit: In the world economy of the independent 
Dictatias we purposely kept money pretty 
much out of the picture in order to emphasize 
the "rear’ aspects of multi-national specializa¬ 
tion and trade. Dut for the world of Atomisias, 
although wc shall not forget the ‘Teal" 
aspects, we must also recognize the monetary 
ones, in order to get closer to the international 
world as it actually exists. Accordingly we 
assume that each country has its unique 
monetary unit and currency. The units in the 
two countries, Atomisia A and Atomisia D, 
to which for the most part we shall coniine our 
attention, are known respectively as the woola 
and the doola. We shall deal with these cur¬ 
rencies under two assumptions: («*) Doth cur¬ 
rencies arc based on the precious metal gold; 
i.e., both countries arc "on the gold standard." 
(We shall explain later what this statement 
means.) And (A) both countries are on an in¬ 
convertible paper-money "standard." 

We had better be explicit about two other 
assumptions: Since we arc interested at present 
in the allocation of resources and the distribu¬ 
tion of income, we hold the multi-national 
economy stationary; and this means that we 
assume ( a \) inelastic price expectations and 
\b) a constant world quantity of money. 

Perhaps the best way to admit money into 
our discussion is first to deal with the inter¬ 
regional trade of a single Atomisia, where we 
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have a single, common monetary unit. Once 
we understand the setting of the ' real'’ or 
commodity rate of exchange in terms of a 
single currency, it will be easier to grapple 
with exchange rates for two currencies. 

2. The Process of Economizing 
a. Between Two Regioni in tie Same Country 

Let us suppose, as usual at the beginning, 
that there are only two regions in Atomisia 
A, between which the principles of inter¬ 
national or inter-regional trade apply because, 
coupled with an assumed immobility of all 
resources (particularly labor), we assume either 
non-homogeneity of resources or homogeneous 
resources existing in different proportions. 
Region One has much skilled labor and little 
good land; it is best endowed to produce shoes. 
Region Two, with scarce labor and plentiful 
good land, is best equipped to produce wheat. 
Let us assume at first that there are no other 
products. Our problems are to learn how— 
with all households and firms making their 
three usual economic decisions freely as purely 
competitive atoms—the 'Teal'' rate of ex¬ 
change (the terms of trade) is set; how the 
quantities of the two products produced in 
each region are decided; how the quantities 
of each product consumed arc determined, how 
the quantities ' exported'' and "imported" are 
determined; and how the gains of trade are 
distributed. As usual, wc shall at first also 
assume that the products can be transported 
without cost. 

Let us make sure that we know just what 
we are driving at. It is easy to fall into the 
habit of talking about these two regions (or 
about two Atomisian countries) as if they were 
complete entities or even persons. But Region 
One is not a person; neither is Two. If they 
were, wc should have nothing but the barter 
problem all over again. (To be sure, to the 
extent that the government acts for it, a whole 
country is more like a person or entity than a 
region within a country, because of political 
sovereignty. But an Atomisian country is 
nevertheless much more like an atomistic 

;ion than it is like a Dictatia—or a Boss.) 
The region as such makes no economic choices; 
the decisions are all made by atomistic house¬ 
holds and firms. Our problem then is to see how 


all these atomistic decisions work together 
under The Hand to produce just the same inter¬ 
regional trading result that would be reached 
if the two regions utre persons or Bosses of 
certain relative bargaining skills. 

To do this we shall at first assume that 
(1) each Region has an absolute "real" ad¬ 
vantage in the production of one of the two 
products—Region One in shoes. Region Two 
in wheat; and (2) the money price of shoes is 
lower in Region One than in Region Two, 
while that of wheat is lower in Region Two 
than in Region One. We make these assump¬ 
tions in order to focus entirely on how the 
myriad decisions of households and firms oper¬ 
ate to establish a general equilibrium in the 
economy as a whole after trade has been 
opened. These assumptions will hold through 
sub-sections (1) to (5) below. Then, in the next 
sub-section, still retaining the assumption of 
absolute advantage, we shall assume that the 
money prices of both shoes and wheat have 
been higher in Region One than in Two. 
We do this in order to note the effects of 
this situation, which is common in the real 
international world. In the sub-section after 
that wc then consider very briefly the prin¬ 
ciple of comparative advantage by referring 
back to the discussion of Chapter 8. 

(1) Pre-trade Equilibria, (a) Region One. Sup¬ 
pose that between the two regions there was 
a very high mountain barrier which pre¬ 
vented the movement of products and that 
railway tunnels are nearly completed so that 
transportation, of products only, will be 
possible. In each isolated region there has, 
under our assumptions, been a general, purely 
competitive equilibrium of product prices and 
factor-service prices in money terms. In Region 
One, for each of our two industries (wheat 
growing and shoe manufacture) the money 
price of labor has been equalized by the forces 
of pure competition; in each industry this price 
has by the same forces been made equal to its 
purely competitive MRP; and the MRP of 
labor is also the same in each industry. For 
land identical results have come to exist: Its 
money price is the same in both industries; 
so is its .MRP; and money land-price equals 
land MRP in each industry. Furthermore, the 
equilibrium money price of a pair of shoes 
equals the money value of the quantity o 
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CHART General Equilibrium in Region One of Atomisia 

115 



labor plus the money value of the quantity of 
land needed, in equilibrium, to produce the 
marginal pair of shoes. And the equilibrium 
money price of a bushel of wheat equals the 
money values of the quantities of labor and 
land needed, in equilibrium, to produce the 
marginal bushel. In other words, the money 
price of shoes equals the money marginal 
cost of producing the equilibrium output of 
shoes; and similarly with wheat. 

Now in equilibrium the money price of a 
pair of shoes in Region One is, say, three 
moolas and the money price of a bushel of 
wheat is six moolas. Working backward 
through our statements of the preceding para¬ 
graph, we see that the marginal costs of pro¬ 
ducing the equilibrium outputs of shoes and 
wheat are, respectively, three moolas and six. 
These two amounts also represent, respectively, 
the values of the labor and land needed to make 


the marginal pair of shoes and the marginal 
bushel of wheat. Then, since the price of shoes 
is half that of wheat, the production of the 
marginal pair of shoes requires half the value 
of factor inputs as the marginal bushel of 
wheat. So in real ' resource-input terms, one 
pair of shoes equals one-half bushel of wheat— 
or one bushel of wheat equals two pairs of 
shoes. This rate, expressed cither way, is the 
opportunity-cost ratio or domestic trading rate 
within pre-trade Region One. Under pure com¬ 
petition, then, the • real” or opportunity-cost 
rate of exchange between two products is the 
inverse of their money-price ratio. 

Some of the equilibria just mentioned are 
illustrated in Chart 115, which uses straight- 
line curves for simplicity of presentation. 
Region One has practically a fixed supply of 
relatively scarce arable land. Thus, the supply 
curve in diagram C is almost vertical and is 
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tss of Reaching Equilibrium. After the tunnels 
through the mountains have been opened, each 
Region learns about the product prices prevail¬ 
ing in the other. In Region One the shoe firms, 
learning about the relatively high price of a 
pair of shoes in Region Two, hasten to ship 
their own shoes there. They hope to reap a 
harvest of moolas; that is, they hope to and 
temporarily do make high abnormal profits. 
Because of these profits land and labor in 
Region One then are attracted into the shoe 
industry; and the shoe industry’s demand 
curves for land and especially for labor shift 
considerably to the right. AH this happens 
because the demand curve for the shoe in¬ 
dustry’s product has shifted far to the right; 
Region One’s shoe industry now has a demand 
curve which is the sum of its previous "domes¬ 
tic" demand curves plus the demand curves 
of most of the households in Region Two. 
Getting additional labor and land is made easy 
for the shoe industry in Region One because of 
what has been happening to Region One’s 
wheat farmers, many of whom arc being put 
out of business by Region Two’s relatively 
low-cost farmers, just as Region One’s shoe 
firms arc putting many of Region Two's shoe 
firms out of business. 

Let us visualize this adjustment. In both 
Regions, the product-supply and factor-service 
supply curves, as drawn in the charts, may be 
assumed not to shift or change. But the de¬ 
mand curve for the shoes made in Region One 
shifts successively to the right at the same time 
that the demand curve for the wheat grown in 
that Region shifts successively to the left, 
while the opposite is happening in Region 
Two. If the student will try to imagine these 
shifts, he will be able to verify the facts that 
G*) the price of shoes is forced up in Region 
One because of increasing costs, at the same 
time that (for the same reason working in 
reverse) the price of shoes falls in Region Two. 
These movements continue until (in the as¬ 
sumed absence of transportation costs) the cost 
of producing shoes and their price become the 
same in both Regions, while the same thing is 
happening for wheat. Unless shoe-manufactur¬ 
ing costs rise in One and fall in Two enough 
to reach equality before complete specializa¬ 
tion takes place, shoes will be produced only 
in Region One; and the price of shoes (the 


same in both regions in the assumed absence 
of transport costs) is determined by the inter¬ 
section of the total demand curve of both 
regions’ households with Region One’s shoe 
industry's cost or supply curve. But under 
conditions of significantly increasing cost, 
this is unlikely. It is more probable that the 
bulk of shoe production will be concentrated 
in One, but some will remain in Two. Simi¬ 
larly with wheat. Most of Atomisia A’s wheat 
will be grown in Two, but some wheat output 
is still likely to come from One. 

We come now to a point very important to 
the reaching of a new equilibrium in the 
country as a whole, a point obscured in our 
analysis of the decisions of individual firms 
and households. The new equilibrium cannot 
exist until the moola value of exports and 
imports is the same for each Region. For 
Region One, in equilibrium, the value of the 
shoes exported to Region Two must equal the 
value of wheat imported from Two. For 
Region Two the value of wheat exports must 
equal the value of shoe imports. 

The question at once arises, under what 
conditions will these equalities exist? The 
underlying factors arc those affecting the nature 
of the supply and demand schedules for shoes 
and wheat in the two regions. These conditions 
determined the relationships between the prices 
of these products in the regions before trade 
was opened up. After trade becomes possible, 
these conditions determine whether Region 
Two imports a higher money value of shoes 
from Region One than the money value of 
wheat imported by One from Two, or vice 
vcrsa .'. Now ic cou,d i ust ha PF*n that the 
elasticities of each region’s demand and supply 
schedules for the two products were such that, 
as soon as trade began, the import and export 
values were equal for each region. But the 
chances are against such a result; inequalities 
are much more likely. Let us suppose that the 
relative supply and demand conditions are 
such that, when trade opens. Region Two’s 
households buy a greater total value of shoes 
from Region One's firms than Region One's 
households buy in wheat from Region Two’s 
firms. If so. Region Two owes some moolas, 
net, to Region One, and there is a net flow of 
money from Two to One. Consequently, total 
money income falls in Two and rises in One 
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Money demand curves in general move right- 
ward in Region One and leftward in Region 
Two. Prices rise somewhat in One and fall 
somewhat in Two. These income and price 
changes encourage an increased value of im¬ 
ports by One from Two, at the same time that 
Two’s households are discouraged from buying 
so many shoes from One’s firms as they have 
been doing. These changes will continue until 
they have corrected the previous disequi- 
libria between the import and export values 
for each region. And ultimately the value of 
imports into One will just equal the value of 
exports from One. The same will hold for 
Region Two. 

We see, then, that equilibrium after trade 
begins (1) is the result of the net effects of the 
individual decisions of millions of households 
and firms in each region, as organized by the 
price system; and (2) in terms of aggregates, 
is achieved by a net flow of money from one 
region to the other. 

(b) Changes in Product Prices, Outputs , and 
Quantities Consumed. Let us now look at some 
of the characteristics of the new general equi¬ 
librium established in the economy as a whole. 
We must compare pre- and post-trade product 
prices, outputs, and quantities consumed, first 
in the economy as a whole and then in each 
region. 

(i) From the standpoint of the economy as a 
whole. Under the new general equilibrium the 
firms of Atomisia A as a whole produce more 
shoes and more wheat, and the households 
consume these enlarged outputs. These in¬ 
creases in physical income and in want-satis¬ 
faction have resulted from the concentration 
of production in the Regions whose specialized 
resources were best fitted for shoes or wheat. 
The price of shoes now prevailing throughout 
the economy is lower than the pre-trade 
weighted average of the two regions shoe 
prices. Similarly with the present price of 
wheat. In other words, the general level of 
prices in the economy as a whole has fallen. 
That this conclusion is correct is clear also 
from our earlier assumption that there was 
a constant flow of money in the economy as a 
whole. Then, with an increase in physical 
output, there was bound to be a proportionate 
fall in the general level of product prices. The 
• real” income of the country has risen because 
of inter-regional trade. 


In inter-regional or in international trade, 
as we know, special interest always attaches 
to the ' real” relation between the two prod¬ 
ucts involved in the trading. The fact that both 
regions have the same monetary unit and cur¬ 
rency makes it easier for us to understand this 
relation. The "real'’ or opportunity-cost rate 
of exchange of the ’’export" shoes produced 
by Region One's firms for the “export" wheat 
produced by Region Two’s firms—that is, the 
quantity of wheat exchanged in equilibrium 
for one pair of shoes—can be found in just the 
same way that we found it above for Region 
One before trade. General equilibrium in the 
whole economy after trade has the same charac¬ 
teristics as general equilibrium within Region 
One (or Two) before trade. The price of shoes 
is uniform throughout Atomisia A; so also is 
the price of wheat. Then, for the reasons given 
in our previous analysis, the real exchange rate 
of shoes for wheat is the inverse of the present 
ratio of the shoe price to the wheat price. 

Suppose that the pre-trade rates of exchange 
were two pairs of shoes to one bushel of 
wheat in Region One and one pair of shoes to 
two bushels of wheat in Region Two; in other 
words, in Region One the money price of a 
unit of shoes used to be half the money price 
of a unit of wheat, while the opposite relation 
held in Region Two. Then the big question is, 
What determines the exact money-price ratio 
(and the inverse opportunity-cost ratio) which 
now prevails in the economy as a whole? 
Will it be midway between the two former 
"domestic" rates, closer to Region One's 
former rate, or closer to Region Two’s? The 
answer is that, given the conditions of cost 
or supply, the present Atomisian-A rate de¬ 
pends on the relationship between the re¬ 
ciprocal demand curves of the two regions for 
each other's specialty. We know of course 
that, for the economy as a whole, the abso¬ 
lute" money price of shoes is determined by 
the conditions producing the aggregate or 
two-region demand curve and the aggregate 
supply curve for shoes; the price is set at the 
intersection of these curves. The same is true 
for the money price of wheat, considered by 
itself. But the relationship or ratio between 
these two prices is what we are interested in, 
and this ratio is based, as stated, on the 
reciprocal demands. The analysis is just the 
same as for Bartcrland or the two-Dictacu 
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economy —except chat the element of bargaining 
skill is absent because the two Regions are 
not persons and are not represented, respec¬ 
tively, by household-heads or Bosses. The 
invisible Hand of the purely competitive price 
system, however, works out the ■real” ex¬ 
change rate, and the forces of competition 
insure that this rare comes at the intersection 
of the reciprocal demand curves. There is no 
"settlement locus" and no "contract curve”; 
that is, there is no range of possible "real” 
exchange rates. There is just one equilibrium 
rate, and that is the intersection point just 
mentioned. 

It is interesting to note that the purely com¬ 
petitive rate (as noted in Monopian union- 
employer bargaining) is on the one point 
common to both the settlement locus and the 
contract curve (recall pages 594-596). At this 
point the "real” exchange-rate curve is tangent 
to two tangent indifference curves representing 
the relative preference scales of the regions. 
(We recognize but disregard the difficulties of 
expressing, for each region, the various prefer¬ 
ence scales of the many individual households 
in a single group indifference map.) Here the 
marginal rates of psychological substitution 
are equal for both regions; that is, the ratio 
of marginal utilities from both goods is equal 
in both areas. But at this equilibrium point 
these equal marginal rates of psychological 
substitution are also equal to the whole econ¬ 
omy’s opportunity cost ratio or "real" ex¬ 
change rate. Under bilateral monopoly or 
barter-bargaining these equalities may by 
chance happen. But the conditions of pure 
competition insure that they will happen. Thus, 
pure competition achieves for inter-regional 
trade the sort of balance that we saw most 
clearly for the single frontier household. Pure 
competition provides the exchange rate which 
works the supreme number of equalities. For at 
the intersection of the reciprocal demand 
curves, there is no excess demand or supply in 
respect to the products. 

(ii) Within each region. The effects of the 
trading on the equilibrium position of each 
region may be summarized briefly. In respect 
to shoes, the price for the whole economy is, 
as previously suggested, set by the intersection 
ot the group supply curve (made up of the in¬ 
dividual curves of a great many shoe firms in 
Region One and a few in Region Two) with the 


group demand curve of both regions’ house¬ 
holds. This over-all price is higher than the 
former price of shoes in Region One alone and 
lower than that in Region Two. The present 
over-all wheat price, similarly determined, is 
lower than Region One's former price and 
higher than Region Two's. Shoe output has 
risen in One and fallen in Two, while wheat 
output has done the opposite. The households 
of Region One now consume more wheat and 
(probably) fewer shoes than formerly. In 
Region Two the opposite has happened. But 
whether or not there has been a reduction in 
the consumption of either product in either 
Region, we know that, given the distribution 
of income in each, there has been an increase 
in total utility in each. As shown in our re¬ 
ciprocal demand diagram, each Region has a 
higher indifference curve than before trade 
began. Otherwise it would not have paid them 
to trade. 


W i.njn^ei m racror-jernce rr/ces ana inputs. 
In view of our assumption that resources can¬ 
not move between labor-plentiful, land-scarce 
Region One and labor-scarce, land-rich Region 
Two, what has happened to the prices and em¬ 
ployments of labor and land under the post¬ 
trade general equilibrium established in the 
economy? 

(i) In the economy as a whole. In respect to 
possible changes in factor-service prices for the 
whole economy, there are two matters to be 
considered: (*) What has happened to the 
general level of factor-service prices after trade 
has begun? (*) What has happened to their 
prices in Region One in comparison with the 
prices in Region Two?On the first question, we 
cannot say whether the money level has risen 
or not. But it must be true that real wage rates 
and rents have risen in the whole economy. 
This follows from our previous conclusion that, 
with a constant quantity of money and with 
increased output of shoes and wheat, the level 
of product prices has fallen and real income 
has risen. 

In respect to the second question, we find as 
fol ows: We have previously stated that, except 
under conditions yet to be considered, the 
movement of products is (in the absence of 
transportation costs) a complete substitute for 
the movement of resources. Consequently under 
the conditions of pure competition we find that 
the price of a homogeneous labor-hour (the 
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wage rate) has been made the same throughout 
the economy, whereas it used to be much 
higher in Region Two than in One. Similarly 
the return to the owner of a unit of land of 
the same grade has been equalized throughout 
Aromisia A, even though it used to be much 
higher in Region One than in Two. 

How can these two equalizations have been 
brought about? We have said that (in the 
assumed absence of transportation costs) the 
price of the shoes still produced in Region Two 
and sold anywhere in the economy has been 
made, by the operation of the purely competi¬ 
tive forces, the same as the price of the shoes 
produced in Region One and sold anywhere in 
the economy. We have also said that the same 
thing has happened to the price of the wheat. 
Let us concentrate first on shoes. Under long- 
run competitive general equilibrium each shoe 
plant combines inputs of the factor services in 
optimum proportions. This means that the 
input proportions arc identical in each shoe 
plant in the whole economy. Consequently 
the marginal physical product (MPP) of 
labor is the same in each shoe plant. Similarly 
the MPP of land is the same in each plant. 
If all labor MPP 's in shoe plants are the same, 
then all labor MRP’s must be equal, since 
marginal revenue product equals MPP times 
product price and the price of shoes is the 
same throughout the economy. We know 
that the wage rate in equilibrium equals the 
MRP of a labor-hour in every shoe plant. 
Therefore, since all labor MRP’s are equal, all 
wage rates must be the same in all the shoe 
plants, whether in Region One or Two. And 
by the same reasoning the return per unit of 
land used by shoe plants must be the same in 
all such plants. 

What is true for labor and for land (and of 
course capital or any other factor) in shoe 
plants must also, by the same reasoning be 
true for the labor, land, and so on, employed 
by the wheat farmers of both regions. Then 
our remaining task is to prove that the wage 
rate paid by a shoe firm equals the wage rate 
paid by a wheat farmer; and similarly with 
the unit return to the owners of the other 
factor services. This is not difficult. So long as 
(but only so long as) both shoes and wheat are 
being produced in both regions—so long as 
specialization is not complete—the wheat 


industry ’s wage rate in Region One will be the 
same as the shoe industry’s, because labor can 
move freely within the region from industry 
to industry. Likewise, the wage rate in Region 
Two is the same for both industries. Then, 
since the shoe and the wheat wage rates, 
respectively, have been equalized between 
regions, the wage rate must be the same over 
the whole country. By the same reasoning the 
prices of all other factor services are respec¬ 
tively equalized. 

Now let us consider very briefly the excep¬ 
tions to this principle of factor-service price 
equalization. One has already been suggested— 
the case, fairly frequent in the real world, 
where the regions specialize completely in the 
products in which they have advantages. If in 
Atomisia A no wheat is grown in Region One 
and no shoes are manufactured in Region Two, 
there need be no equalization of wage rates 
between industries in either region; and there¬ 
fore there need be no inter-region equalization. 
Let the student, following the analysis of the 
preceding paragraphs, demonstrate this con¬ 
clusion to his own satisfaction. 

In the second place, the existence of trans¬ 
portation costs for the products prevents the 
equalization of product prices. Following the 
analysis of the preceding paragraphs, we see 
how, even under partial specialization, factor- 
service prices between regions can differ by the 
amount of the transport costs. Thus, shoe wage 
rates in Region Two can be lower than in 
Region One by the cost of transporting shoes 
to the latter area. 

Third, if the labor or other productive 
factors of Region One are of different kinds or 
grades from those in Region Two(i .e., if the re¬ 
sources are not homogeneous between regions), 
there need of course be no equalization o 
factor-service prices. The factors are |ust no 
the same. Consequently their MPP s and 
MRP’s differ. In the real world this situation is 

very common. , 

To whatever extent the above cases arc th 
rule rather than the exception-and in tne 
real world the second and third cases are the 
rule—the movement of products is not a com¬ 
plete substitute for the mobility of res ° ur “ s - 

(ii) l„ the two unions separately. Under 
assumptions, however, the free (cos'“0 
movement of goods is a complete substitute 
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for the movement of resources. It remains to 
summarize what has happened to factor- 
service prices within the regions. In Region 
One the money wage rate has risen relatively to 
rents because labor's MRP has risen relatively. 
Labor's MRP curve has risen relatively be¬ 
cause (a) the price of shoes, in producing which 
Region One’s labor is now chiefly employed, 
has gone up in Region One since trading 
began; ( [b ) there has been a movement up the 
MPP curve of labor because, with the shift from 
wheat production, the proportion of labor to 
land has fallen; and (c) a higher product price 
times a higher MPP gives a higher MRP. On 
the other hand, with Region One's production 
concentrated mainly on shoes, the proportion 
of land to labor has risen, thus lowering 
land’s MPP. But the price of shoes has risen 
for Region One. Thus there are two conflict¬ 
ing influences on land's money MRP and 
price; and, in the absence of fuller informa¬ 
tion, we are unable to say which influence is 
the stronger. But we do know that land re¬ 
turns in Region One have fallen relative to 
wage rates. Similarly with the wage rate in 
Region Two: It may or may not have fallen 
in absolute terras. But it is certain that, rela¬ 
tive to the land return, it has gone down. 
Let the student supply reasoning similar to 
that above. 

(3) Income Distribution. For our present 
purposes we may usefully consider the post¬ 
trade distribution of income in Atomisia A 
from three points of view: (*) the distribution 
among the household-owners of the broad 
categories of productive factors (labor, land, 
etc.); (£) the distribution among the Regions 
as wholes; and (c) the distribution among the 
households of the economy as a whole by size- 
of-income classes. 

For factor-ownership categories, our dis¬ 
cussion of factor-service prices just above gives 
us the clue. With full employment of factors 
assured under our assumptions, it is clear that 
00 in Region One the land-owners have had 
income redistributed against them, and the 
households receiving mainly labor income 
^ their relative positions improved; 
and (6) in Region Two the opposite redistribu¬ 
tion has occurred. 

In respect to the post-trade versus the pre- 
trade distribution of total want-satisfaction 


between the two regions as entities, we can 
say this: It all depends on where the conditions 
of pure competition, reflecting relative regional 
intensity of demand for the other region’s 
product-speciality, sets the "real" exchange 
rate in relation to the two regions’ respective 
pre-trade opportunity-cost ratios. If Region 
Two’s reciprocal demand for Region One's 
speciality (shoes) is more intense than Region 
One's reciprocal demand for Region Two’s 
speciality, then the whole economy’s shoes- 
wheat ’’rear’ exchange ratio will be closer to 
Two's pre-trade ratio; Region One will then 
obtain the greater benefit from trade. And vice 


versa. 

In the distribution of want-satisfaction 
among all households by size-of-incomc class, 
we arc unable to say with certainty what, if 
any, change has resulted from trade. There 
has very probably been a change within 
Region One and an opposite change within 
Region Two. But which change is the greater 
—and therefore likely to prevail in the economy 
as a whole—depends on which region has 
benefited more from the trading. Thus, in 
Region One, where households owning-labor 
have gained at the expense of those owning 
land, it is reasonable to suppose that the 
ownership of labor is much more evenly 
distributed than the ownership of land. So 
the distribution of want-satisfaction in this 
area is undoubtedly less unequal than before. 
The reverse holds for Region Two: There the 
distribution probably becomes more unequal 
because land-owning households have gained 
relative to labor-owning households. If the 
’real" exchange rate between shoes and wheat 
in the economy as a whole is midway 
between the two regional pre-trade rates 
(that is, if the reciprocal demands for shoes 
and for wheat arc equally intense), then the 
more equal distribution of income in Region 
One will be opposed by the less equal distri¬ 
bution in Two. If the -real- rate favors 
Region One, the distribution in the economy 
as a whole will tend to be less unequal than 
before. And vice versa. 


(4) Resource-Allocation and Income Composition. 
Site of Income. On the basis of our Atomisian 
studies, with pure competition in both regions 
before intcr-rcgional trade begins, we may 
say that, for each region separately, the pre- 
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trade allocation of each region's resources 
(and the accompanying pre-trade composition 
of its total income) was optimal and want- 
satisfaction was maximized, given the distribu¬ 
tion of money income among its households. 
From the standpoint of Atomisia A as a 
whole, however, resources were misallocated 
and satisfaction was not maximized because 
regional specialization was prohibited by the 
mountain barrier. 

Can we then conclude that, after trade is 
opened up and an inter-regional equilibrium is 
attained, with pure competition still pre¬ 
vailing throughout both regions, GO want- 
satisfaction is higher than before within each 
region; (b) the whole economy's resources are 
better allocated and its want-satisfaction total 
is higher than before trade began; and (c) the 
whole economy’s resources are now optimally 
allocated and the total of want-satisfaction is 
the highest possible ? 

To answer these questions we must adopt 
the same general sort of approach as that used 
earlier in this chapter for the two-Dictatia 
economy. We begin, as usual, by assuming 
that the capacity to experience want-satisfac¬ 
tion is approximately equal among house¬ 
holds; and from this assumption, as usual, 
follows the conclusion that the more equal the 
distribution of money claims on products, the 
greater the total want-satisfaction in the 
economy. Then, from our discussion of income 
distribution in the two regions, we may say 
the following: In answer to the first question 
above, each region unJer trade experiences 
a considerable increase in the quantity of 
products available for want-satisfaction. From 
this standpoint the total want-satisfaction in 
each Region tends to rise considerably. In 
Region One this tendency is reinforced by the 
high probability that, because labor income 
rises relatively at the expense of land income, 
the distribution of money-income claims on 
products becomes less unequal under trade. 
In Region Two, however, the distribution of 
money income very probably becomes more 
unequal than before; and this works against 
the tendency to higher want-satisfaction from 
the increased volume of products. Nevertheless 
it is extremely doubtful that the net effect in 
Region Two is a diminution in total satisfac¬ 
tion. The increase from more goods very 


probably outweighs the decrease from a more 
unequal distribution of income. The only time 
Region Two might feel a net decrease or even 
no net change in total satisfaction would be 
when Region One got almost all the benefits 
from regional specialization and inter-regional 
exchange of products. Here the increase in 
product-quantity, and hence in want-satisfac¬ 
tion, would be small for Region Two, and the 
loss in satisfaction from less equal distribution 
of income might equal or exceed the increase 
from higher consumption. But this would be 
rare. And in any event the Atomisian govern¬ 
ment might (although such a policy is ex¬ 
cluded by our assumption of laissez. faire) tax 
the incomes of the relatively wealthier land¬ 
lords of Region Two so as to leave them at 
least no worse off than before trade, at the 
same time distributing the tax revenue among 
the relatively poorer laborers so as to make 
them at least as well off as before trade. 

If, then, it is certain for Region One and 
very probable for Region Two that want- 
satisfaction is higher than before trade, we 
may answer the second question affirmatively. 
Through trade, resources come to be better 
allocated in the economy as a whole and 
want-satisfaction becomes higher. There has 
been a substantial improvement. But the 
third question cannot be affirmatively answered 
unless the answer is qualified with the phrase, 
"given the distribution of income in the whole 
economy under trade." If, after a trading 
equilibrium has been established, there are 
noteworthy income inequalities in the econ¬ 
omy, a government-imposed redistribution of 
income to approximate equality would, under 
our assumption of nearly equal capacity for 
enjoyment, provide a still better allocation of 
resources (the optimum one) and increase 
(maximize) the total of want-satisfaction. 

Note carefully, however, that the conclusion 
just stated is based also on the assumption 
that government action to redistribute income 
does not reduce the incentive to work and save- 
invest. If it did, the total output of the economy 
would fall and want-satisfaction would drop, 
perhaps more than canceling the increase m 
satisfaction resulting from the redistribution. 

(5) Effect of Product-Transportation Costs . wc 
abandon our assumption that it costs nothing 
to transport products between regions, the 



RESOURCE ALLOCATION AND INCOME DISTRIBUTION 


661 


results are the same as those summarized in 
our discussion of the Dictatias under a Super- 
Boss: An obstacle exists to the free movement 
of goods. The cost curves are shifted up and 
leftward by the amount of the transport costs 
per unit of product. The output, export, and 
import of each product is correspondingly 
curtailed. Total want-satisfaction is propor¬ 
tionately less. Product prices fail to be equal¬ 
ized between regions by the amount of the unit 
carrying charges. So do factor-service prices. 

(6) Mobility of Factors. Now let us revert to 
the assumption of no transport costs and 
remove another assumption, to which we 
have thus far carefully adhered. Let us now 
assume that, instead of till resources being 
immovable, only natural resources stay put, 
leaving labor and savings or capital free (at 
least to some extent) to go or be sent from one 
region to the other. To the extent that such 
movement occurs, we depart under this as¬ 
sumption from the strict conditions of inter¬ 
national and inter-regiona! trade in products. 

(a) Labor Movement. The movements of labor 
and of capital have noteworthy effects on the 
movement of production. We have already 
stated that, sublet to the qualifications noted, 
product transfers arc substitutes for resource 
transfers and vice versa. If labor, for example, 
can move from Region One to Region Two, the 
result is less production in One and more in 
Two. (Labor or capital is likely to move rather 
than products if firms cannot otherwise get 
the optimum combination of the factors; if 
product movement is enough to effect the best 
productive combinations, then labor or capital 
need not migrate.) Products that would 
have been made in One and exported to Two 
can now be made directly in Two (and con¬ 
sumed there) by Region One s "export” of 
labor, which becomes a substitute for the 
export of products. There is a further substitu¬ 
tion: Labor-hours, the most perishable factor- 
service, are inseparable from the persons of 
their owners; when labor-hours are moved, the 
households must move also. But since the 
households are also consumption units, the 
consumption units must accompany the labor- 
hours. Thus, when labor moves from Region 
One to Region Two, this movement is not 
only a substitute for product shipment in the 
same direction. The increase in consumption 


in Region Two due to the movement of con¬ 
suming units from One also makes product 
movement from Region Two to One unneces¬ 
sary. Thus the migration of households as 
labor-sellers and as consumers is a two-fold 
substitute for product movement. 

(£) Capital Movement. Now let us cease ab¬ 
stracting from the existence of capital as a 
productive factor. Let us consider households 
as savers and the movements involved. The 
saved moolas are separable from the households 
themselves; the savings can be moved from 
one Region to another while the households 
stay put. Furthermore the savings as moolas 
can be moved at very little expense. If a par¬ 
ticular firm in Region One wishes to net in¬ 
vest, it can sell its securities to (borrow saved 
moolas from) households in Region Two, with 
very little more cost than that of selling the 
securities in its own Region. 

The matter of net savings and net investment 
among firms as a whole of course brings up 
dynamic problems not to be considered now 
under our stationary assumptions. Neverthe¬ 
less, before the new equilibrium was established 
after trade was opened, there could have been 
a flow of capital out of Region Two's shoe 
firms to Region One, where new shoe firms 
were being established; and there could have 
been a flow of capital from Region One's 
wheat industry to Region Two’s—all without 
any net saving or dissaving in the economy as 
a whole. (Under our previous assumptions the 
savings moved out of Region One's wheat 
industry into the shoe industry of the same 
Region. Within Region Two, savings moved 
in the opposite direction. But there was no 
intcr-Regional mobility.) So we may here 
give a little preliminary attention to the 
nature and effects of inter-regional capital 
movements. 

The export of capital or savings from, say. 
Region Two to One is, like the export of labor, 
a substitute for the export of consumption 
products (except for the qualifications noted 
on page 65S). The savings arc invested in 
new plants in Region One rather than in 
Region Two. If they had been invested in 
Two, additional consumption products would 
have been produced there and exported to One. 
But the export of capital replaces the export 
of the consumption products. 
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But there is more to capital movement than 
this. For one thing, the saved moolas are only 
money, not "rear goods. The firms of Region 
One want the moolas for investment in ’'real" 
goods. So actually, although consumption 
products do not move from Two to One, other 
products do—the goods in which the moolas 
are embodied, machinery, semi-finished prod¬ 
ucts, or raw materials. For another thing, 
since the household-savers of Region Two do 
not move as consumption units to Region One 
along with their savings, there must still be 
a movement of consumption products back to 
them from One. Thus we see that the inter¬ 
regional movement of savings has, in one 
respect an effect similar to that of the move¬ 
ment of labor, but in other respects the effects 
are different. A loan from Two to One does 
involve a movement of products in the same 
direction. Then, when interest is paid on the 
loan to the lenders of Region Two, products 
do move back to that region. Similarly when 
the principal of the loan is repaid. Inter-regional 
capital movements thus increase rather than 
decrease the total movement of products, even 
though the products now arc partly of different 
kinds and the flows are not of the same sort 
as before. 

When in a given period the households of 
one region lend more money to the firms of 
another than the firms of the first borrow 
from the households of the second, the first 
region is known as a creditor area and the 
second as a debtor area. 

(c) Conclusions. W hen we admit the possi¬ 
bility that not only consumption products 
but also some of the productive factors can 
move between regions, it docs not follow that 
the sum total of inter-regional economic inter¬ 
course is diminished. It may actually, on 
balance, be increased. The nature of the move¬ 
ments does change. There have been substitu¬ 
tions. But the end-results arc essentially the 
same, under our assumptions, as when wc as¬ 
sumed complete factor immobility: There is 
a general equilibrium with uniformity of 
product price and respective factor-service 
prices throughout the economy. 

(T) Inter-regional Trade with the Prices of 
Both Shoes and Wheat Higher in Region One. All 
our discussion so far was based on the assump¬ 
tion that before trade began the price of shoes 


had been lower in Region One than in Two 
and the price of wheat had been lower in 
Region Two than in One. Now let us assume 
that before trade the prices of both shoes and 
wheat were lower in Region Two. To under¬ 
stand and solve as easily as possible the prob¬ 
lems raised by this assumption, we shall revert 
to the assumptions of no transport cost and 
complete factor immobility. 

(a) The Process of Reaching Equilibrium. 
Imagine then that in Region One the pre¬ 
trade-equilibrium money price of shoes was 
$5 a pair and of wheat was $10 a bushel, 
while in Region Two shoes cost $4 and wheat 
$2. The pre-trade opportunity-cost ratio in 
One was thus again two units of shoes to one 
of wheat, and in Two it was again two of 
wheat to one of shoes. What happens now, 
when the trains start running through the 
great tunnel? Under our original assumption 
the east-bound trains from Region Two were 
filled with wheat for Region One where the 
price before trade had been so much higher. 
And the west-bound trains were brimming 
with shoes because the pre-trade shoes price 
had been so much higher in Region Two than 
in One. But now both pre-trade prices arc 
higher in One. Under these circumstances the 
atomistic, purely competitive firms of Region 
One are not at all disposed to ship cither shoes 
or wheat into Two, where prices are below the 
marginal and average total costs of One s 
firms. So there is (at first) no west-bound 
freight traffic; the cars rattle back empty. 
But the trains do go “back" to Region Two 
all right—because Two's firms are panting to 
send both shoes and wheat, especially the 
latter, into Region One with its higher prices. 
The east-bound trains are really loaded, and 
thev come back for more again and again. 

But see then what takes place: From the 
east (Region One) to the west come floods of 
moolas as One's households pay for Two s 
firms' products rather than for their own 
firms' products. This has a two-pronged effect, 
as wc know from previous monetary studies. 
Total money income starts falling in Region 
One at the same time that money income 
starts rising in Two. This means that demand 
curves (in money terms) for the two product, 
start shifting leftward in Region One and 
rightward in Region Two. Assuming no shifts 
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in the Regions' product-supply curves, we 
then find that the price level (i.e., the prices 
of shoes and wheat) starts falling in One and 
rising in Two. The fall and the rise continue 
until, let us say, the price of shoes is $4-50 and 
of wheat $9 in Region One, with a shoe price of 
$ 4.30 and a wheat price of $2.25 in Region Two. 
At this point the shoe firms of Two become 
indifferent whether they sell at home or 
abroad. But the wheat farmers are far from 
indifferent; their product is still sent to and 
bought by the households of Region One, and 
money still flows from One to Two. Therefore 
incomes and prices continue to fall in One and 
to rise in Two. 

Now when the money price of shoes in 
Region One falls below the money price of 
shoes in Region Two, the direction of the 
trade in shoes is reversed from what it was 
just after trade began. The firms in One 
begin a west-bound shipment of shoes into 
Two. In this stage, then, wheat moves from 
Two to One at the same time that shoes 
move from One to Two. There is now a "real’’ 
exchange of products which could not begin 
until the price level of One reached the neces¬ 
sary relation with Two’s price level. In this 
stage, moreover, money is flowing in two 
directions: The households in Two send 
moolas to the firms of One in return for shoes 
at the same time that the households in One 
continue to send moolas to the firms of Two 
in return for wheat. (Actually, in real life 
these moola movements cancel each other in 
specialized financial institutions. There need 
be no net movement of moolas in equi¬ 
librium.) 

(b) The Nature of the Equilibrium. When the 
third stage, just mentioned, is reached, we 
return to familiar ground. Under the direction 
of The Hand the two-way trade continues to 
the point where the price of shoes becomes the 
same in both Regions, say $4; and the price of 
wheat is also equalized between regions, say 
at $3 a bushel. But with the quantity of money 
variable in each region (although by assump¬ 
tion constant for Atomisia A as a whole), 
these price identities and equilibria do not 
occur until the quantity of money flowing 
westward just equals the quantity flowing 
eastward. At this point, as in our other case, 
the money value of each region's sales or 


exports to the other just equals the money 
value of purchases or imports from the other 
region. This necessity is easily understood: 
In the first and second stages of the commerce 
between One and Two reviewed above, the 
money value of Two’s exports far exceeded the 
money value of its imports; there were in 
fact at first no imports. Under such circum¬ 
stances we say that Two had what is known 
as a “favorable balance of trade"; and Region 
One had an “unfavorable balance of trade." 
These respective money "balances" were 
finally wiped out by the net flow of money 
from One to Two. But so long as One had to 
pay out more for its wheat than it received 
for its shoes—and so long as Two received 
more for its wheat export than it paid for its 
shoes import—there could be no particular- 
price equilibrium and no monetary or general- 
price equilibrium. 

The use of money and the inter-regional 
flow of money tend to obscure the “real" 
aspects of the regions' specialization and ex¬ 
change. But the use and flow of money do not 
change the “real” results. A “real" rate of 
exchange (the inverse of the equilibrium shoes- 
price-whcat-price ratio) is established and 
holds at equilibrium just the same as in our 
first case. As always, it lies somewhere be¬ 
tween the limits set by the two respective 
"domestic" opportunity-cost ratios; and, given 
the cost conditions, its exact position depends 
on the relationship between the reciprocal 
demand curves of the regions. 

All conclusions reached under our first 
monetary assumption about resource allocation 
and income composition and about income 
distribution arc equally valid for the equilib¬ 
rium just described. 

(8) Trade Under Comparative Advantage. All 
the above analysis and conclusions hold also 
for the very common condition in inter¬ 
national trade known as comparative advantage. 
As we saw at the end of Chapter 8, it is possible 
for one of two units to have an advantage or a 
disadvantage in producing both products; that 
is, the unit mav have more or less “rear' 
efficiency in making both goods. Yet mutually 
beneficial trade can develop between the two 
units if each specializes in making the product 
in which it has the greater advantage or the 
lesser disadvantage. 
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monetary equilibrium is attained and the 
money-price terms of trade are determined, 
given a common monetary unit for the regions. 

Because the basic principles are the same 
for specialization and the exchange of products 
between separate nations, there is no need to 
repeat them. If the two countries of our present 
concern—Atomisia A and Atomisia B, both 
of which have laissez-faire governments and 
all-pervasive pure competition—had a common 
monetary unit, there would be nothing more 
to say except that the costs of transporting 
products or factors might be greater and serve 
as a greater barrier to the free movement of 
these economic goods. We could substitute 
the words "Atomisia A" for "Region One" 
and "Atomisia B" for "Region Two," and 
everything else would be fundamentally the 
same, including our conclusions on resource 
allocation, income distribution, and total 
want-satisfaction. 

But the truth is, of course, that the two 
countries are very unlikely to have the same 
monetary units. The fact of political inde¬ 
pendence and the different cultural backgrounds 
and histories of the nations make it probable 
that Atomisia B will have some currency whose 
unit is, say, the doola rather than Atomisia 
A’s moola. Consequently we must consider 
here the problems that arise from this dif¬ 
ference. (We shall consider what constitutes 
the difference between these currencies below.) 

In our inter-regional discussion we assumed 
only two products in order to learn most easily 
the essential principles. Since these principles 
have now been learned, it is unnecessary to 
retain this assumption for the present analysis. 
We can bring in the whole range of products 
because our discussion will deal only with 
total output-values, total export-values, and 
total import-values and with the monetary 
1 conditions necessary for achieving equality 
between the export and import values of a given 
country. 
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The fact that we shall be dealing with these 
aggregates rather than with individual prod¬ 
uct prices, quantities, and sales values will 
make it appear that we are considering the two 
countries as entities or persons. But, so long as 
the countries are Atomisias, they are not really 
entities for trading purposes and they make no 
economic (or political) decisions as entities. 
The aggregates about which we shall be talk¬ 
ing are still the results of the myriad decisions 
made by individual households and firms in 
each country. We must never forget this 
important fact. 

In the treatment which follows we shall 
give further, fuller consideration to the export 
and import items which enter into international 
trade. We shall consider the national account¬ 
ing of these items in the value terms of each 
nation's own currency or monetary unit. Then 
we shall try to learn how the debit and credit 
sides of each national ledger arc brought into 
balance or equilibrium from the standpoint of 
each nation. In doing this wc shall have to 
distinguish two main cases:(*») the two trading 
countries have different monetary units or 
currencies based on some fixed standard like 
gold; and (A) the countries' currencies arc dif¬ 
ferent and are inconvertible into gold or other 
precious metal or in anything else at an official, 
government-fixed rate. 

The moola of Atomisia A differs from the 
doola of Atomisia B in cither of two ways: If 
both countries arc on the gold standard, the 
number of moolas is different from the number 
of doolas officially obtainable from a given 
weight of fine gold. If the currency of even 
one of the two countries is inconvertible into 
gold, this country must be considered to have 
a currency different from the other's. 

(2) Two Kinds of Monetary Standards, (a) 
The Gold Standard. Let us go further. Let us 
recall our discussion of money in Chapter 9. 
When a country is said to be "on the gold 
standard,” we mean that its currency is freely 
convertible into gold and vice versa at a fixed 
price ratio set by the government. Thus, if 
Atomisia A were on the free gold standard, 
any firm or household possessing gold metal 
could take it to a mint and obtain in return a 
number of paper or metal moolas at a fixed 
rate of, say, 25 moolas per ounce of pure gold. 
Thus the government-fixed price of an ounce 


of gold would be 25 moolas, and the govern¬ 
ment-fixed gold value of a moola would be 
•»- of an ounce of pure gold. The government 
would guarantee to buy or sell gold at any 
time at the fixed price. 

The main reason for tying paper money and 
subsidiary coins to a scarce or precious metal 
like gold in real life has been to give a country's 
monetary unit stability as a measuring-rod of 
the relative values of all the real'' products, 
factor services, and factors. It was believed 
that, if for some reason the price level of a 
country began to fall, the costs of gold-mining 
firms would also fall, thus encouraging an 
increased output of the metal, which would 
then be sold to the government in exchange 
for currency, which in turn would get into 
circulation (by being paid out by the mining 
firms to the owners of the factors employed by 
them) and raise prices once more. It was also 
believed that a rise in the price level would be 
followed by opposite movements which would 
curb the rise. In real-world practice, as we shall 
learn, the objective of stability has seldom been 
achieved because of the power of the banking 
system to expand or contract the amount of 
credit-money to some extent independently of 
the quantity of gold and currency. 

In the real world at times (as in the United 
States today in a restricted form) a country 
may also be on the "gold-bullion” standard 
rather than on an entirely free gold standard. 
Still another variant of the gold standard is 
the so-called "gold-exchange" standard. (Sec 
Chapter 38 definitions of these systems.) In 
our present discussion the term "gold stand¬ 
ard" will mean the classic one described above. 

(b) The Inconvertible Paper Money Standard. 
The second main kind of currency is one that 
is not based on gold or on any other precious 
metal (such as silver) or on anything else 
having intrinsic value. Gold is not freely, or 
under restrictions, bought and sold at a fixed 
rate by the government in return for currency. 
The government prints and issues any quantity 
of paper money that it desires, within any 
limits imposed by its laws, without waiting 
for any one to bring gold to a mint or to the 
Treasury. With the restraining hand of gold 
and its fixed price removed, there is no limit 
to the quantity of currency that can be issued 
no limit, that is, except the restraints ira- 
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posed on government officials by legislative 
enactments or by their own standards of eco¬ 
nomic and political conduct. 

(3) The Exchange Ratio between Two Countries' 
Currencies . (a) Suture. When, in Chapter 30, 
we considered the buying and selling of "rear' 
products between two regions of a single 
country (Atomisia A), we were able to leave 
out the complications arising when there are 
different currencies. Each region had the same 
currency, the moola. A moola in Region One 
was always freely exchangeable for a moola in 
Region Two; there was, if you please, a rigidly 
fixed money rate of exchange, one moola for 
one moola. In equilibrium the households and 
firms of Region One could always buy, with a 
given quantity of moolas, as many products or 
factor services in Region Two as Region Two’s 
households and firms could. And vice versa. To 
be sure, as we saw when we assumed that 
Region One s shoe and wheat prices were both 
higher than Region Two’s, the households of 
One had the problem of where and how to 
obtain moolas to buy the products made in the 
other region. They found that in the long run 
they could only buy from (pay out moolas to) 
the other region's firms if they received moolas 
through their own firms' sales to the house¬ 
holds of the other region. They could of course 
have continued to import wheat without ex¬ 
porting shoes so long as there were any moolas 
left in the region. But, as we may easily con¬ 
clude from our study in that chapter, this one¬ 
way flow of goods and the one-way flow of 
money in the reverse direction would have had 
severe effects on the total money incomes and 
the relative price levels of the regions—effects 
which would have made plain that a continua¬ 
tion of these one-way traffics was unprofitable 
and undesirable. Through the change in the 
regions’ relative money incomes and price levels 
they learned well this fundamental lesson in 
inter-regional economics: A "region cannot 
indefinitely sell "abroad" without buying 
"abroad"; and vice versa. But the fact remains 
that, if the households of one region had 
moolas, they could buy from the other region 
without first obtaining another kind of cur¬ 
rency. There was no reason for converting 
moolas into some other monetary unit. 

It is different with the case presented by our 
present assumptions; there must be a conversion 


of currencies when one country’s economic 
units buy from those of another country, if the 
households of Atomisia A, where the moola 
circulates as money, wish to buy (import) prod¬ 
ucts made by the firms of Atomisia B, where 
the doola is official currency, they must pay 
in doolas; their moolas are no good to B's 
exporting firms, who have to pay their own 
household-owners of factor services in doolas. 
Similarly with the households of Atomisia B: 
They must pay for the products made by A’s 
exporting firms in moolas. 

Fundamentally, the importing households 
of A can obtain doolas only because some of 
A's firms do sell (export) products to the 
households of Atomisia B. And B's import¬ 
ing households can get moolas only if B's 
firms sell (export) products to Atomisia A. 
Here again, in the last analysis, a country can¬ 
not buy or sell abroad unless it sells or buys 
abroad. 

The doolas needed for A’s imports from B 
and the moolas needed for B’s imports from A 
are obtainable from specialized banking and 
foreign-exchange firms in each country. We 
shall consider the operation of these specialists 
later on. 

Our interest here is in the number of doolas 
that an importer in A (who needs doolas) can 
obtain for one of his moolas. Our interest is 
also in the number of moolas that a B importer 
(who must have this currency to complete 
his transaction) can get for one of his doolas. 
In short, we arc here concerned with the 
currency ratio or rate of exchange—its nature 
and determinants. 

The existence of a currency ratio or the rate 
of exchange between two countries monetary 
units makes it possible to express in domestic 
monetary units the price of foreign products 
and factor services. By use of the rate of ex¬ 
change the domestic price of domestic products 
and factor services to be exported to another 
country can also be expressed in terms of the 
foreign money. Within Atomisia A, the firms 
of Region One that "exported" products to 
Region Two had as a given product price (lor 
equating to their respective marginal costs) a 
moola price—a price in the same currency as 
their own "domestic" currency. Similarly, any 
"importer" in Region One had only a moola 
price as a given factor-service price (or as a 
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product price, if the importer is a household), 
for equating with its MRP or MU. But a firm 
in Atomisia A that exports products to Atom- 
isia B can take the selling price in Atomisia B 
as a given datum for equating with his own MC 
only after he has converted this doola price 
into a raoola price. And an A importer can 
take the foreign price of a B product as a given 
datum for equating with his own MRP or MU 
only after this doola price has been translated 
into a moola price. The exporters and importers 
of Atomisia B can also perform their purely 
competitive equatings only after they have 
converted moola prices into doola prices. 

(b) Determinants. In considering the deter¬ 
minants of the exchange rate it will be best 
for us to distinguish gold-standard and incon¬ 
vertible-currency conditions. Let us first sup¬ 
pose that both our countries are using incon¬ 
vertible currencies and that the exchange rate 
is allowed to fluctuate freely. 

(i) Inconvertible currencies. What forces then 
determine the actual rate at which moolas 
exchange for doolas, and vice versa? Funda¬ 
mentally—just as with respect to inter-regional 
trade within an isolated Atomisia A—the deter¬ 
minants arc the “real" conditions affecting 
specialization of production in and exchange 
of products between the two countries. That 
is to say, the "real" determinants are the 
reciprocal demands of the two countries in 
respect to the specialized products that they 
make. Suppose that, under a given rate of ex¬ 
change, A s export product comes to be more 
intensely desired by B's households than be¬ 
fore; then the price of A s product in moolas 
will rise relative to the price of B’s product 
also expressed in moolas. But since B's product 
can only be purchased with doolas, the result 
just mentioned can only mean that A’s cur¬ 
rency, the moola, will appreciate in terms of 
B's currency, the doola and that, conversely, 
the doola will depreciate in terms of the 
moola. Let us see how this works out. 

Suppose that, just before trade is opened 
between the two countries, an arbitrary ex¬ 
change rate between the two currencies has 
been agreed on. This rate is, say, two doolas 
for one moola. As we have already made clear. 
As exports must be paid for with moolas, 
B s with doolas. But suppose that at this 
exchange rate B wants to spend on A’s exports 


more doolas than A supplies to B by buying 
B's exports; the importers of B will then scx*k 
moolas more actively than A's importers will 
seek doolas. Or, to state the same thing a little 
differently in respect to one currency, the 
importers of Atomisia A will, in making pay¬ 
ments for B's products, seek or demand doolas 
in smaller quantities than the importers of B 
are willing to supply in order to obtain the 
moolas for their own purchases. In short, under 
the initial rate of exchange and under the given 
development in relative 'rear* demand, the 
quantity of doolas supplied exceeds thequantity 
demanded; and with this excess supply of 
doolas, under pure competition the price of a 
doola in terms of moolas falls. The exchange 
rate goes against doolas and now becomes, say, 
2.5 doolas for one moola. 

The above change could also have been repre¬ 
sented in terms of the quantities of moolas 
supplied and demanded. With demand veering 
toward A's products, the quantity of moolas 
sought by B's importers rises relative to the 
quantity offered by A's importers seeking doolas 
for their purchases. The excess demand for 
moolas raises their price in terms of doolas. 

It becomes dear, then, that the relations 
between the two reciprocal demand curves, 
i.e., the relations between the respective 

regular” demand curves and supply curves 
for the two countries' "real” exports, arc 
reflected in the relations between the respective 
demand and supply curves for the two countries' 
currencies. From the "real” demand-supply 
conditions for A's exports comes a demand 
curve for moolas and a supply curve of doolas. 
From the "real" demand-supply conditions 
for B’s exports comes a supply curve of moolas 
and a demand curve for doolas. Any change in 
the "real conditions" (i.e., any shift in the 

"real” curves) causes a shift in the currency 
curves. 

As suggested above, it is not necessary to 
consider the supply and demand curves for 
both currencies. One set of curves is enough 
to tell what the exchange rate will be. This 
is because the price of one currency is expressed 
in terras of the other; and the price of one in 
terms of the other is the reciprocal of the price 
of the second in terras of the first (thus one- 
half moola for one doola is the reciprocal of 
two doolas for one moola). For example, sup- 
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pose we measure the price of moolas in terms of 
doolas on the V axis, anJ the quantity of moolas 
on the X axis. Then the supplycurve shows how 
many moolas will he offered by A's importers 
at each possible price of moolas. AnJ the 
demand curve represents how many moolas will 
be sought by B's importers at each possible 
price. The intersection of the two curves gives 
the price of moolas in terms of doolas, which 
is also the exchange rate and can be expressed 
reciprocally as the price of B’s currency in 
terms of A s. If the demand curve shifts right 
or left, the exchange rate (price of A's cur¬ 
rency in terms of B’s) goes up or down. If the 
supplycurve shifts right or left, this exchange 
rate goes down or up. 

Now it each government aJheres to its 
laissez-faire, pure competition policy, the rate 
of exchange will fluctuate freely in response to 
changes in the basic, ‘'real’' conditions of 
trade. This fluctuation of the exchange rate 
serves as a substitute for the flow of gold 
between the economics (which would take 
place if the two countries were on the golJ 
stanJard) and for the consequent changes in 
the economies' respective price levels and 
total money incomes. That is, exchange-rate 
fluctuations have the same effects on the 
directions and volumes of trade between the 
countries as does the flow of an international 
ineJium of exchange like gold when there is 
a fixed rate of exchange between the two cur¬ 
rencies. Suppose that trade is opened up be¬ 
tween Atomisias A and B at a time when all 
or most of the product prices in A are much 
higher than those in B, all prices being meas¬ 
ured in terms of A’s currency. (Our discussion 
has to do with goods produced in both coun¬ 
tries.) Then the economic units in A will wish 
to buy much from B, and B will wish to pur¬ 
chase virtually nothing from A. Now if the 
moola-doola rate of exchange were held 
rigiJIy at one to two—as it would if both 
countries were on golJ—the following woulJ 
happen: Gold would flow only one way, i.e., 
into B, until its total Joola income anJ its 
price level had risen and A's total moola in¬ 
come and price level had fallen enough to 
permit a balanced two-way traJe. But if the 
exchange rate is allowed to fluctuate, there 
need be no one-way flow of goods or of gold 


and no changes in domestic price levels or total 
money incomes. 

The operation is as follows: Given a trial 
or arbitrary exchange rate of one moola for 
two doolas and given a price level in A much 
higher than in B, the relatively high prices in 
A and the relatively low prices in B in terms of 
A's currency cause A's importers, once trade is 
opened up, to rush to buy B's products. But 
B's importers keep away from A's goods. 
Consequently there is a terrific demand for 
doolas anJ practically no supply. Obviously 
the price of doolas in terms of moolas must 
ri>e. The exchange rate of one to two is entirely 
unsuitcJ to the underlying conditions. As the 
price of doolas in terms of moolas goes up, all 
of B’s goods will become dearer to A’s im¬ 
porters and A's purchases of B’s products will 
decline, at the same time that A's products 
become cheaper to B’s importers and B’s pur¬ 
chases of A s goods rise. Under our assumptions 
this change in the exchange rate will continue 
until the rate equilibrates the underlying 
’real’’ conditions and, therefore, equilibrates 
the quantity of doolas (and moolas) demanded 
with the quantity offereJ. Let us say that the 
new equilibrium rate of exchange for the cur¬ 
rency comes to be two moolas for one doola. 
At this point the rate adequately reflects the 
present relationship between the two countries’ 
reciprocal "real" demands. To be more precise, 
the change to the new rate has brought the 
price structures of the two countries into an 
equilibrium relationship; it has done this just 
as surely as if, with a rigid exchange rate, 
there had been a flow of golJ from A to B. 
For now, in terms of moolas, the total income 
and the price level in B are much higher than 
before; and in terms of doolas A’s income and 
price level are much lower than before. 

(ii) Gold-standard cunt tic its. If now we as¬ 
sume that both countries' currencies are tied to 
gold, we have a situation essentially the same 
as that existing for the two regions of isolated 
Atomisia A, as mentioned above and as an¬ 
alyzed in the preceding chapter. Suppose that 
in our present Atomisia A before trade the 
government-fixed price of an ounce of golJ is 
25 moolas; and in B the price of an ounce of 
gold is 50 doolas. Then a moola has—in the 
terms of the common denominator, an ounce of 
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gold—twice the gold content and value of a 
doola. This fact determines the fixed rate of 
exchange between the two currencies: The 
price of one moola is two doolas; and the 
price of one doola is 0.5 moola. Either of these 
reciprocal expressions of the exchange rate is 
known as the par rate. 

Now it must be understood at once that 
when we say there is a fixed exchange rate at 
par, we do not mean that the governments of 
the two countries act together to hold the 
rate at par. Each government keeps its hands 
off economic affairs. No, we mean that the 
conditions of pure competition operate to keep 
the rate at (or near, as we shall see) par. In 
other words. The Hand keeps the rate fixed. 
All that he needs is pure competition, plus 
free convertibility of the currencies into gold 
at the officially fixed rates, plus free movement 
of gold from country to country. 

Let us see how par is maintained. Assume 
first that the shipment of gold from one 
country to another is without cost. Suppose 
then that the money rate of exchange between 
A and B departs, for some reason, from par; it 
becomes one inooia to 2.5doolas ("*1.00« J 2.50) 
rather than m 1.00- ,, 2.CX). In other words the 
value of the doola in terms of the moola has 
depreciated. But within each country the con¬ 
vertibility rate with gold remains unchanged; 
one ounce of gold still buys ''25 00 in Atomisia 
A, and one ounce of gold is still worth J 50.00 
in Atomisia B. Under the new rate of exchange 
it becomes profitable to buy gold with doolas 
in B, ship the gold to A, convert the gold into 
moolas, and then convert the moolas into 
doolas at the new exchange rate. Thus, Mr. X 
can buy one hundred ounces of gold for ''5000.00 
in Atomisia B. Then he can ship this gold to 
a friend in Atomisia A. The friend will take 
the gold to a mint there and obtain for it 
"'2500.00. Then he will buy doolas with these 
moolas at the new exchange rate; he will 
obtain 2500 times *2.5 or ''6250.00 and send 
them to the man in B, who thus reaps a profit 
of '■1250.00. But this sort of profitable transac¬ 
tion cannot continue for long. A lot more 
households or firms in Atomisia B will want to 
follow Mr. X’s example. When they do, the 
demand for doolas in Atomisia A (the last 
step in the process) drives up the price of the 


doola in terms of the moola. The exchange 
rate is inexorably pushed back to m 1.00- ,l 2.00; 
and at this point the shipment of gold from 
B to A becomes unprofitable. 

Let the student work out what would 
happen if the exchange rate were to change 
to "1.00 -''1.50. 

Actually, in the real world certain costs art- 
involved in shipping gold from one country to 
another; therefore we admit them here. There 
are transportation charges, insurance charges, 
and perhaps storage costs. So in practice 
the money exchange rate between A and 
B could fluctuate a little in the absence of 
gold shipment. It could fluctuate on either 
side of the par rate ('" 1.00 = '' 2 . 00 ) by the 
amount of the total cost of shipment per 
moola s worth of pure gold. The exchange- 
rate might move, for example, from '"1.00 = 
'•2.01 to m 1.00 = ''199, without gold shipment. 
In other words, within these limits it would 
be unprofitable to ship gold because of the 
shipping costs. These limits thus become 
known as the ’’gold shipping points.” 

We have shown, then, how the free gold 
standard operates under purely competitive 
(stationary) conditions to maintain the par 
rate of exchange between two nations’ cur¬ 
rencies. We sec, therefore, how the gold 
standard between Atomisias A and B makes 
these countries' currencies stand in a fixed 
relation to each other, just as the moola in 
Region One stood in a fixed relation to the 
moola in Region Two when we studied inter¬ 
regional trade within a closed Atomisia A. 
Since this fixed rate of exchange holds be¬ 
tween the two countries, it follows that the 
’real'' trade equilibrium between the two 
countries is achieved just as it was within 
Atomisia A between Regions One and Two: 
It is achieved by changes in the relationships 
between money incomes in A and the prices 
of A s goods, on the one hand, and money 
incomes in B and the prices of B’s goods, 
on the other hand. 

To convince ourselves of the validity of 
this conclusion, let us assume as before that 
at the outset the prices of A’s products sub¬ 
stantially exceed those of B’s products in 
terms of the same currency (either doolas or 
moolas). Then, when trade opens at a fixed, 
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par exchange rate of ra 1.00 = '’ 2 . 00 , the im¬ 
porters of A rush to obtain doolas with their 
moolas; they can buy, say, twice as much of 
B's goods with a moola as the quantity of the 
same goods purchasable with a moola in their 
own country because B’s prices are so much 
lower than A's. At the same time B's potential 
importers place no orders for A's products; 
in terms of doolas, A's products are much too 
expensive compared with B's. There is conse¬ 
quently practically no demand for moolas (no 
supply of doolas for exchange operations). 
Now, as we saw earlier, if the countries' cur¬ 
rencies were inconvertible, the excess demand 
for doolas (excess supply of moolas) would 
soon drive up the price of a doola in terms of 
moolas, thus lowering the doola's purchasing 
power and thereby, in the end, wiping out the 
price differences between the two countries' 
products. But, under the fixed gold-par ex¬ 
change rate, as we have just learned, the doola 
cannot depreciate in terms of the moola (nor 
can the moola appreciate in terms of the 
doola). The excess demand for doolas will of 
course tend to drive their price in terms of 
moolas up above the gold shipping point; but, 
when this happens, as we have just learned, 
gold starts to move from A to B. That is, the 
importers of A now find it cheaper to buy 
gold with their moolas, ship it to a "corre¬ 
spondent” in B, and have the gold converted 
into doolas. The doolas obtained from the 
gold shipped to B from A represent higher 
money incomes, which further shift demand 
curves to the right and further drive up the 
prices of B's products At the same time the 
prices of products in A continue to fall because 
of the loss of moolas and income used to buy 
gold to ship to B and purchase B's products. 
In this way the value of the doola depreciates 
in terms of the "real” products purchasable 
in B. The money-exchange-rate value of the 
doola does not depreciate; it is officially fixed. 
But its "real” purchasing power in B does 
depreciate. The "real" purchasing of the 
moola of course appreciates in terms of A s 
good:. And the doola continues to depreciate 
until incomes and prices in B are high enough 
an-’ until incomes and prices in A are low 
enough lor inter-country trading equilibrium 
to be established. For, as B's prices rise relative 
to A's, it becomes less and less profitable (but 


never wholly unprofitable) for A's importers 
to buy from B's firms, at the same time that it 
begins to be (and becomes more) profitable for 
B's importers to buy from A’s firms. Thus, 
under the free gold standard the flow of gold 
accomplishes, without a change in the cur¬ 
rency exchange rate, the same result as the one 
accomplished under inconvertible currencies 
through a change in the money exchange rate 
but without a change in the domestic money 
prices of goods. 

Here also we see that, through the purely 
competitive decisions of millions of individual 
household and firm atoms, the relative de¬ 
mands for each country’s special products 
determines not only the equilibrium ''real" 
exchange rate but also the equilibrium relation¬ 
ship between the countries' price levels and 
money incomes. 

(4) The Balance of International Payments. 
In the case considered just above there was at 
first an import of 'Teal” products into A. 
which was the same as the export of Teal” 
products from B; and at the same time there 
was an export of gold from A, which was the 
same as an import of gold into B. Speaking of 
each country as an entity (because the dis¬ 
cussion is thereby nude easier, although we 
know full well that the economic decisions 
arc made by the individual firms and house¬ 
holds), we see that each country gave some¬ 
thing up and received something in return. 
Later, under equilibrium, the gold flow ceased, 
and each country imported certain "real 
products and exported others. 

Clearly then, if we continue to regard each 
country as an entity, we can keep a sort of 
income-outgo account for each. We can call 
the receipts from the sale or export of various 
products "credit items” and the outlays on 
various imported products "debit items. 

It is the purpose of this sub-section to do the 
following: (*) to inquire into the nature of 
and to classify a given country's ,m P° rts * 
exports, and international payments; (*) to 
relate these classes of items to preceding dis¬ 
cussions in this and other chapters; and (0 to 
show the meaning of and the relationships be¬ 
tween a country’s "balance of trade an 
-balance of payments." In the present dis¬ 
cussion we shall look mainly at Atomisia A; 
but the principles applicable to this country 
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are applicable also to Atomisia B or to any 
other country. 

(a) Nature and Classification of Credit and 
Debit Items . The items entering into inter¬ 
national trade are commonly classified under 
three main heads, as shown in the following 
outline: 

A. Current transactions 

1. Merchandise (“visible 'items) 

2. “Invisible" items 

a. Shipping 

b. Travel and other tourist expendi¬ 

tures 

c. Personal remittances 

d. Interest and dividends 

e. Inter-government transactions (rep¬ 

arations, gifts, loans, and other 
payments) 

B. Gold movements 

C. Capital transactions 

1. Long term 

a. Change in given country's long-term 
assets abroad 

b. Change in foreign long-term assets 
within given country 

2. Short term 

a. Change in given country's short¬ 
term assets abroad 

b. Change in foreign short-term assets 
within given country 

Many persons, when thinking about foreign 
trade, consider exports or imports rather 
vaguely to include only physical products 
like shoes and wheat. They think only of the 
number-one item in the above outline, labeled 
merchandise. They forget that there arc other 
items involved in current foreign trade—the 
so-called "invisible" items. These are things 
that arc either not physically handleable 
(like the services of a transportation medium, 
such as ships, or the scenery and services of 
a lovely mountainous country) or not im¬ 
mediately intrinsic in value (like the money 
sent by immigrants to their relatives or friends 
in "the old country”). 

Thus the current transactions in interna- 
t ‘. ona ^ ,J ra ^ e relate to merchandise and "in¬ 
visible" products and services (including 
money payments that will in time be used to 


buy products and services). A country whose 
merchandise debits (import value) exceed its 
merchandise credits (export value) is some¬ 
times, in some of the usage of international 
economics, said to have an "unfavorable 
balauce of trade." Conversely, "favorable 
balance of trade" is a term sometimes applied 
to the situation characterized by an excess of 
total merchandise export value over total 
merchandise import value for a given country. 
But the term "balance of trade" (favorable or 
unfavorable) is also sometimes used to refer to 
the relationship between the total current ex¬ 
port value of merchandise and invisible items 
and the total current import value (again in¬ 
cluding both merchandise and invisible items). 
In this book we shall use "balance of trade” to 
refer only to merchandise-import versus mer¬ 
chandise-export values. “Balance of current 
transactions" will be used to refer to the re¬ 
lationship between the import and export 
values of both merchandise and invisible 
items. 

Then we may emphasize here that a country 
having an “unfavorable balance of trade” does 
not necessarily have an unfavorable balance of 
current transactions as a whole. The unfavor¬ 
able balance of (merchandise) trade may be 
compensated for by a favorable balance in the 
invisible items, with no net balance one way or 
the other in current items. In our world- 
Atomisian stationary equilibrium this is just 
what happens to each country (whether or not 
it has a gold-standard currency). 

Another common mistake in popular think¬ 
ing about international trade is that it is a 
good thing for a country to have a favorable 
balance of current transactions, i.e., for the 
value of current exports (including “invis¬ 
ibles ) to exceed the value of current imports 
(including "invisibles"). This is an error of 
long and "reputable” standing. In fact, it 
formed the basis of most governments' com¬ 
mercial policy during a couple of centuries 
before the Industrial Revolution. This policy, 
known as mercantilism , was based on the belief 
that in order to prosper, a country had to have 
a favorable balance. If current imports were to 
exceed current exports in value, the balance of 
current transactions would be “unfavorable” 
because the country would have to pay out 
gold to make up the excess. If exports ex- 


672 


SOME HYPOTHETICAL MULTI-NATIONAL ECONOMIES 


ceeded imports in value, the balance would be 
"favorable’' because gold would have to come 
into the country and, as any one knows (so 
they thought), the possession of gold means 
wealth and prosperity. 

What the mercantilists overlooked was that 
gold or money as such possesses no intrinsic 
want-satisfying ability but is desirable only 
in terms of the "real" goods it can buy. They 
forgot also that the receipt of gold (unless it is 
buried, in which case there is no point in 
trying to obtain it) tends to raise the country’s 
price level and thereby tends to reduce the 
willingness and capacity of other nations to 
buy the country's exports (depending on the 
elasticity of the other nations' demand for the 
products; this elasticity is likely to be greater 
than one). 

The whole statement of in-payments and 
out-payments for a given country's transac¬ 
tions with other countries during a given 
period such as a year is known as the country's 
"balance of international payments.” This 
statement includes not only the visible and 
invisible items listed under "current transac¬ 
tions” but also the volume of gold imports 
and exports (item "B" in the outline presented 
above) and the volume of short-term and long¬ 
term borrowing from and lending to the firms 
and households of other countries (item "C" 
above). 

As we shall see more fully in a moment, it is 
not necessary (in fact it is unlikely) that the 
money value of a country's merchandise or 
visible exports should equal the money value 
of its merchandise imports during a given 
period. Neither is it necessary or likely that 
there be a nice balance between the total 
import and export values of all current items, 
visible and invisible. But it is both necessary 
and inevitable that there be a balance between 
nil in- and out-payments, including gold anJ 
capital movements. In fact, it is through 
outward gold movements and through net 
receipts connected with capital movements 
that a country makes up its own current- 
transactions* net deficit or debit; and it is 
through the receipt of gold and through net 
out-payments connected with capital move¬ 
ments that a country's favorable current 
balance is compensated for. 

In these two chapters (30 and 31) we are 


assuming stationary conditions for the multi¬ 
national economy as a whole. Under such 
circumstances there can be no net saving- 
investment or dissaving and disinvestment in 
the whole world economy. But, just as within 
a single stationary national economy there 
can be capital shifts from one industry or 
one region to another without changing the 
total amount of capital, so in the multi¬ 
national economy: There can be inter-country 
capital movements without involving net 
positive or negative economic progress, pro¬ 
vided that the net investment in one country is 
just matched by the net disinvestment in one 
or more other countries. Because of this, it 
would be entirely permissible to include such 
capital movements in our present discussion. 
Nevertheless, because capital movements are 
so closely related to world capital formation 
and economic progress, we shall abstract from 
them until we drop our stationary assumptions 
in Chapter 32. 

Now let us line up each item (excluding 
capital movements) for a single country, 
Atomisia A, as it relates to the "credit" and 
"debit” headings. The money value of A s 
merchandise exports is clearly a credit item 
for the country; and the money value of im¬ 
ports into A is just as clearly a debit item. 
If the firms of A use the ships of B to carry 
their merchandise exports or imports, the 
freight expenditures are a debit for A. If the 
reverse is true—i.e., if A has firms whose 
ships arc used by B's firms—then the income 
of A's firms for this service appears as a credit 
item in the country's ledger. When A s house¬ 
holds become tourists in B and spend money 
there (consume scenery, etc.), the amount ot 
such expenditure is a debit to A. In effect A s 
households are importing scenery, meals, 
hotel service, etc. from B. \\ hen the opposite 
happens, A has a credit. When households 
which have just migrated from I) to A send 
money back to friends in B. the total of these 
remittances are a debit to A (and a credit to 
B); and vice versa. Immigrant remittances 
from A mean immediately an outflow of funds 
from the country. Similarly, when A s house 
holds receive contract-interesc payments and 
dividends (equity-interest payments) from paid 
savings lent to Bs firms, this is a credit tern 
,o A (and a debit to B); and vice versa. It is 
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a credit item because money enters A just as if 
the money had come in from the sale of ex¬ 
ported products. 

Thus, the test of whether a given "in¬ 
visible’’ item should be unJer the credit or 
the debit heading is whether its effect is like 
that of an export or an import. Does it bring 
payments into or send payments out of the 
country? If the former, put it under "credits ; 
if the latter, under "debits." 

Below is a hypothetical account-sheet for 
Atomisia A. 


or an unfavorable balance in current trans¬ 
actions must and will be just offset by a com¬ 
pensating amount in the other items of the 
whole balance of international payments. In 
the real world, this offsetting occurs usually in 
the first instance by the creation of short-term 
loans net by firms (in the country having a 
favorable current balance) to buyers (in the 
country having an unfavorable current balance). 
Whatever sales of goods are not matched by 
purchases of goods become, under double- 
entry book-keeping, a debt owed to the firms 


Item 

Amount of Credits 
(items producing receipt of 
B's currency) 

Amount of Debits 
(items cousing outgo of 

A‘s currency) 

(in millions of moolo*) 

Net Credits <+) 
or Debits (- ) 

Current transaction*, total 

3.500 

3.100 

+ 400 

Merchandise 

3.000 

2.200 

+ 800 

Services 

500 

900 

-400 

Shipping 

100 

300 

-200 

Travel Expenditure 

40 

240 

-200 

Personal remittances 

20 

220 

-200 

Interest and dividends 

320 

120 

+ 200 

Government and miscellaneous 

20 

20 

— 

Gold movements 

— 

400 

-400 

Total transactions 

3.500 

3.500 

— 


(b) Relation of Balance of Payments to Earlier 
Discussions. Let us analyze this exports- 
imports statement. First, we see that the 
balance of trade during this year was "favor¬ 
able" to A; the last column shows a net 
merchandise-export credit (gross merchandise 
export value minus gross merchandise import 
value) of "‘800 millions. Second, this "favor¬ 
able" balance was only partly offset by an 
"unfavorable" balance, of“400 millions among 
the "invisible" items as a whole. Third, in 
other words, considering the current items as 
a whole, we find a net "favorable" balance or 
credit of m 800 millions-“400 millions = “400 
millions. 

Under these circumstances Atomisia A is not 
in current equilibrium. Neither is Atomisia B: 
If we had an account-sheet for B, we would 
find B "in the red" as to current transactions 
to the tune of J 800 millions. So the inter¬ 
national economy as a whole is not in equi¬ 
librium. 

But whether or not there is equilibrium for 
each country and for the world economy, each 
country's total international account is always 
in balance. At any moment of time, a favorable 


in the favorable-balance country. In time, the 
debt may be paid in gold. But however the 
current balances are offset under disequilibrium, 
an exact offsetting docs occur at once. In the 
discussion below, because we wish for the 
time being to abstract from inter-country 
capital transactions, we assume that the bal¬ 
ancing of each country's total account is 
effected through the shipping and receipt of 
gold. But in real life, gold movements ac¬ 
complish more than a balancing of total ac¬ 
counts; they help to establish real equilibrium. 

How is A s account to be balanced? And 
B's? On the assumptions that both countries 
arc on the gold standard and that no loans arc 
made, the balancing (and the attainment of 
equilibrium) is done by the net import of gold 
into A from B. A s net current-transactions 
credit of “400 millions is just wiped out by the 
net movement of gold into A to the amount of 
^4<X) millions. And, the rate of exchange being 
“i 0 ° = ' 2 . 00 , the net current-transactions 
debit of B, amounting to J 800 millions, is just 
balanced by the export of this value of gold 
to A. 

All this ties in directly with our discussion 











674 


SOME HYPOTHETICAL MULTI-NATIONAL ECONOMIES 


of the attainment of international equilibrium 
under the gold standard. The fact that A has 
a net current credit and B a net current debit 
indicates that at current product prices the 
quantity of A's goods demanded exceeded the 
quantity of B’s goods demanded. Or to state 
the same thing differently, at current prices 
the quantity demanded of A's goods exceeded 
the quantity of B's goods supplied in order to 
obtain A's goods. In "real'' terras there was 
excess demand for A s products. In money 
terms the quantity of moolas demanded by 
B's importers in order to get A's products 
exceeded the quantity of moolas supplied by 
A’s importers in order to get doolas to buy the 
products of B’s firms. (At the same time the 
quantity of doolas supplied by B s importers 
exceeded the quantity of doolas demanded by 
A’s importers.) But, with a fixed exchange 
rate between the two currencies, the excess 
demand for moolas (excess supply of doolas) 
has the effect of causing B's importers to ship 
gold net into A to pay for some of their pur¬ 
chases. 

This is the situation as of the time for which 
the account-sheet was drawn. But previously, 
as already shown, the situation had been one 
of disequilibrium. And it is rectified into an 
equilibrium unless the basic determinants 
change: The flow of gold from B to A— 
"specie" flow, it is sometimes called—causes 
money incomes and prices to rise in A some¬ 
what (as the gold is converted into moolas, 
which are used to buy A s products) and to fall 
in B somewhat. Then, if the elasticity of each 
country's demand for the other country's prod¬ 
ucts is greater than unity (see the fuller dis¬ 
cussion below), next year's account sheet will 
show a lower value of exports from A and a 
higher value of imports to A, both in terms of 
moolas. In B exports rise and imports fall in 
doola values. We then have an equilibrium be¬ 
tween current credits and debits for each coun¬ 
try; and the shipment of gold is unnecessary to 
even up cither nation's account and restore 
equilibrium. At the usual fixed rate of ex¬ 
change the quantities of moolas demanded and 
supplied are equal; and the quantities of doolas 
demanded and supplied are also equal. In 
"real" terms the rnoola value of A's goods 
demanded in B is ju:»t equal to the moola value 
of B's products supplied in order to get the A 


goods; and the doola value of B's goods de¬ 
manded in A is just equal to the doola value of 
A's products supplied in order to get the B 
goods. 

We come to understand, then, that the 
detailed balance-of-payments analysis is merely 
a more detailed way of getting at the "real'' 
and monetary principles and movements that 
we explained when we considered only two 
goods, shoes and wheat. 

(c) Value of a Country's Exports in Relation to 
Value of Its Imports. The balance-of-payments 
analysis also helps us to understand that (1) 
in stationary equilibrium a gold-standard 
country's exports of current items valued in 
terms of its own currency is just equal to its 
imports of current items valued also in its own 
currency; and (2) in disequilibrium, and in the 
absence of capital movements to or from a 
country, (*») any excess of export over import 
values is compensated by a net inflow of gold 
to the amount of the export surplus, and ( b ) 
an excess of import over export values is made 
up by a net outflow of gold. 

If a country has an inconvertible currency 
(so that gold movements do not take place), 
it is always in current balance under stationary 
assumptions, through the rapid, automatic 
adjustment of the exchange rate. 

These monetary equalities in equilibrium 
merely reflect the fundamental "real" equal¬ 
ities. Given a "rear’ equilibrium exchange 
rate between the exported and imported prod¬ 
ucts, the "real" exports of a country are 
always equal to the "real” imports. It is a 
fundamental axiom of inter-nation trade, cither 
in money or real terms, that a nation cannot in 
equilibrium sell more abroad than it buys from 
abroad. Exchange is always, by its very nature, 
a two-way matter. 

As already suggested, it should be clearly 
borne in mind that there is a third mam item 
by means of which a nation's total export 
value can be made equal to its total import 
value. This is the iterm listed in C, in the out¬ 
line on page 671. Long-term and short-term 
capital movements (loans) from one country 
to another will be shown in the next chapter 
to relieve gold movements of much ol the 
burden of making up for discrepancies between 
the exports and imports of current items. 

(d) Importance of Elasticity of Demand for 
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Each Country's Products. In respect to balancing 
a country's foreign-trade account through 
appropriate changes in the money volumes of 
exports and of imports, we must now make 
entirely clear something that, except for one 
or two parenthetical remarks, we have thus 
far passed over: Given no shifts in reciprocal 
demands arising from changes in incomes, the 
necessary changes in export and import values 
and the desired balance in the international 
account will not occur unless the demand for 
a country's products and the demand of the 
country for other countries' products are suf¬ 
ficiently elastic. More precisely, unless there 
are appropriate shifts in demand curves be¬ 
cause of income changes, equilibrium will not 
be reached unless the sum of these two elastici¬ 
ties is greater than unity. 

Let us see how this works out. Suppose that 
country A, on the gold standard, has a present 
excess of import value over export value. So 
gold is shipped to country B; and this move¬ 
ment tends to raise prices in B, in terms of A's 
currency, at the same time that it tends to 
lower prices in A in terms of A s currency. 
Now we know that, when prices fall, the 
demand for the products is clastic if the 
total expenditure on (total revenue from) 
the products rises, is unit-elastic if total 
expenditure remains the same as before, and is 
inelastic if total expenditure falls. We also 
know that, when prices rise, the demand for 
the products is clastic if total expenditure 
falls, is unit-elastic if total expenditure docs 
not change, and is inelastic if total expenditure 
rises. So, in our example above, the value of 
A s exports in terms of A's currency will rise 
only if B's demand for them is elastic; and the 
value of A’s imports, again in terms of A's 
currency, will fall only if A's demand for B's 
products is clastic. Now the desired equilibrium 
in A's account will be reached most easily and 
quickly if both the above demands are elastic. 
And, as a matter of fact, under our stationary, 
purely competitive, and laissez-faire assump¬ 
tions, there is no reason to believe that the 
demands are anything but elastic; substitute 
goods are available. Balance will thus be 
achieved. But, under the dynamic assump¬ 
tions of the next chapter and particularly if 
government interference with private eco¬ 
nomic decisions exists (as in Part Three of this 


book), it is possible and even probable some¬ 
times that the demands would be inelastic. 
In this case country A will tend not to reach 
equilibrium unless the sum of the elasticities of 
the two countries' demands for the other s 
product is greater chan unity. Suppose that B's 
demand for A's exports is inelastic (say 0.25, 
or three-fourths less than unity) when the 
price level of A's products falls (say four per 
cent) due to the movement of gold from A to 
B. Then the value of A's exports falls about 
three per cent, in terms of A's currency, even 
though their quantity increases. But A will 
tend to get into balance if the domestic value 
of its imports from B falls even more, following 
the gold-produced relative rise in the prices of 
B's products. If the domestic value of A’s im¬ 
ports rises, stays the same, or falls by a smaller 
percentage than the fall in the domestic value 
of A's exports, A will tend to have a worse ex¬ 
port-import situation than before and will have 
to ship still more gold to B. The condition 
under which the value in A's currency of her 
imports from B will fall even more than the 
value of A's exports to B is that the elasticity 
of A's demand for imports from B must be 
more above zero than B's demand-elasticity for 
A's exports is below unity; in other words, the 
sum of the two elasticities must be greater than 
1.0. Suppose the demand for imports has an 
elasticity of one-half at the time when A's price 
level has fallen four per cent. This price 
decline means that the prices of A’s imports 
have risen, relatively, by four per cent. With 
this elasticity of demand for imports, the 
quantity imported will fall and the value of 
the imports will also have fallen. But this 
fall is only 2.0 per cent; it is less than the fall 
in the value of A's exports. Country A will 
tend not to get back into balance. 

Let the student work out the case in which 
Country A's exports value has exceeded its 
imports value and in which, therefore, A must 
receive gold. 

(5) Specialized Mechanisms of International 
Trade. Arbitrage. International trade involves 
specialization in production. But there is more 
specialization in such trade than that involved 
m the use of specialized resources in agri^ 
culture, mining, manufacturing, transporta¬ 
tion, sightseeing, and so on. There are two 
other kinds of specialization: the providing of 
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organized markets (./) for the products (such 
as wheat) that are world-traded and (£) for 
the buying and selling of the currencies of the 
nations involved in trade. That is, in any 
country from which exports are sent abroad 
and to which imports are brought from abroad, 
there are firms or groups of firms that specialize 
in bringing buyers and sellers of products or 
currencies together. For this service, as for any 
other service, a charge is made which normally 
nets a profit for the specialists. 

Our interest here is not in the profit-seeking 
activities as such of these firms but in the effects 
of these firms on product and currency prices. 
But first we must indicate who these firms are 
and what they do. None of these firms is unique 
so far as international trade is concerned. Their 
functions are found being performed by com¬ 
plete counterparts in purely domestic or inter¬ 
regional trade. In domestic trade there are, 
for various products (wheat, shoes, and many 
other goods), certain firms which acquire 
special knowledge about the production and 
market conditions of these products. For a fee 
or ''commission” these firms can be hired, by 
and in behalf of another firm or a household, 
to buy or sell a given quantity and quality of 
a given product. Such firms arc agents,” 
"commission merchants,” etc. In foreign trade 
they are known as "exporters,” importers,” 
"agents,” etc. 

For staple products like wheat or cotton that 
are internationally traded in what amount to 
world markets, there are organized markets 
that have connection from country to country. 
In these markets are “brokers" who may buy 
or sell to the order of others or on their own 
account. Not only do they buy and sell, say, 
domestic wheat, in country A; they may also 
buy and sell wheat to be delivered to country 
B. Finally, in the buying and selling of various 
countries' currencies for the purpose of obtain¬ 
ing the funds needed to finance imports or ex¬ 
ports, there are specialized banks and dealers in 
"foreign exchange.” Not only do these banks 
buy and sell foreign currencies; they also arc 
domestic banks (described in Chapter 38) 
ir handling of certain types of "com- 
ine» 1 paper" (evidences of indebtedness be- 
vwee'. the exporters or importers of one coun¬ 
try and those of other countries). The most 
common kind of foreign commercial paper is 


called a bill of exchange, or an order of an export- 
creditor on his import-debtor to pay the sales- 
amount in the currency of the exporter’s coun¬ 
try. When the debtor has "accepted" the debt 
by writing the word accepted across the face of 
the draft or bill and has returned the bill to the 
creditor, the bill becomes "negotiable" and can 
be bought and sold many times over (by those 
needing the currency in question) before the 
amount is collected from the debtor. The 
export-creditor of country A can obtain his 
payment by presenting the accepted bill to his 
bank. This bank can then sell the bill to an 
importer who lives in the exporter s country; 
this importer may owe a similar amount to an 
exporter in the country of the original debtor, 
country B. Ultimately the bill reaches the 
foreign country. It is either mailed to an 
exporter in Country B by an importer of 
country A, or it is mailed by the bank in A to 
its correspondent bank in B. In the first case, 
the exporter in B takes it to a foreign-exchange 
bank in B, which pays the exporter and collects 
the amount owed by the original import- 
debtor in B. In the second case the bank in B 
collects at once from the debtor. 

Now the interesting points for us in all 
these operations—cither the operations involv¬ 
ing the buying and selling of the internationally 
traded products themselves, or the operations 
involving the buying and selling of the cur¬ 
rencies needed to pay for the traded products— 
are two: First, it is through these activities 
that the basic conditions of demand and supply 
for the traded products are expressed. These 
product and currency markets arc the points 
of contact, the trading fronts—just as in a war 
where two opposing nations' whole war 
efforts, beginning in the farms and factories 
and households far behind the lines, come to 
explosive contact at the fighting fronts, where 
armies, navies, and air forces clash. Second, 
through the operations of the specialized banks 
and traders (*) the price of any internationally 
traded product in country B is made not to 
differ from the price in country A by more than 
the cost of transport and handling; W 
countries A and B have gold-standard cur¬ 
rencies, the money rate of exchange between 
the currencies is kept near par (between the 
gold shipping points); and (0 if thc counl "“ f 
currencies are inconvertible, the money rate of 
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exchange is adjusted quickly to equilibrate the 
balance of payments for each country (and 
thereby to equalize the reciprocal demands for 
the exports of each). 

The process whereby the specialized dealers 
or traders in products or currencies accomplish 
these results is known by the general term 
arbitrage. Arbitrage serves the same social 
purpose over space as speculation (when it does 
not involve elastic expectations about the value 
of money) serves over time. Both arbitrage 
and speculation are price-equalizing forces. Let 
us see how it works for both products and 
currencies. 

With respect to products, suppose the price 
of wheat in the grain exchange in Atomisia A 
to be "'2.00 per bushel and in Atomisia B's 
market, expressed in A s currency, to be "*2.30. 
Suppose that the cost of getting the wheat 
from A to B is "'0.25. Then the dealers or 
brokers in Atomisia A’s wheat market would 
hasten to buy A wheat and sell B wheat, in 
order to profit m 0.05 per bushel. But the activ¬ 
ities of these firms serve to wipe out the 
profit and to make the B price the same as the 
A price, except for the transport costs. That is, 
the increased purchases of A wheat tend to 
raise the A price, at the same time that the 
increased sales of B wheat tend to lower the 
B price. The end result might be: A price "‘2.02, 
B price m 2.27. On the other hand, suppose that 
the A price starts at m 2.00 and the B price at 
ra 2.20. Transport costs arc not covered. Then 
no one buys A wheat for shipment to B. But 
wheat keeps coming to the A market from A's 
farms, thus tending to lower the price of A 
wheat. At the same time, with the cessation 
of wheat shipments to B, the diminished supply 
of B wheat tends to raise the B price. Eventually 
the brokers' activities will have restored the 
transport-cost margin. 

With respect to currencies, it is the opera¬ 
tions of the sharp-eyed, fast-moving dealers 
in foreign currencies and bills of exchange 
which keep the money exchange rates in tune 
with the underlying conditions of product 
supply and demand. These dealers are always 
on the look-out for deviations from the par 
exchange rate which give them a chance to 
buy one country's currency with another 
country's currency and sell the former for 
(convert it back into) the latter at a profit 


The case given above on page 669, showing how 
the par rate of exchange between two gold- 
standard currencies is maintained, was an 
example of currency arbitrage. 

C. A World or Non-Union Monopias 
1. The Setting 

We see that under stationary economic condi¬ 
tions and under laissez-faire political conditions 
The Invisible HanJ of the purely competitive 
price system achieves on optimum allocation 
of economic resources and a maximization of 
want-satisfaction from economic goods in the 
world economy as a whole. Under the given 
assumptions the achievements of The Hand in 
the international sphere are no less remarkable 
than within a single closed Atomisia. 

Still retaining for a while our stationary and 
laissez-faire assumptions, let us now change 
the market assumption from one of pure and 
reasonably perfect competition to one of 
monopoly in the sale of products and monop¬ 
sony in the buying of factor services for each 
firm in each of several national economies. Each 
firm is no longer an economic atom in selling 
its product within its own country but con¬ 
trols what was formerly a whole industry of 
atomistic firms. Similarly with respect to 
buying factor services. The households, how¬ 
ever, remain purely competitive atoms, both 
in buying products and in selling factor 
services. 

In order to give our analysis additional real- 
life significance we assume an exception to the 
rule of firm monopsony-monopoly within 
each country: We assume that the buying and 
selling of foreign currencies in each country 
is done under purely competitive conditions. 
(This assumption also relieves us of the neces¬ 
sity of dealing anew with the adjustment of 
money exchange rates or with the flow of gold.) 

The discussion of economizing which follows 
leans heavily not only on our previous studies 
of the principles of inter-country trade but 
also on our analysis of simple and discriminat¬ 
ing monopoly in non-union Monopia and on 
our analysis of oligopoly for Oligopia. It will 
be divided into two main parts: First we shall 
assume that the specialized product of a given 
monopolist in Monopia A is not produced in 
Monopia B; and vice versa. In other words, the 
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firm is a world as well as a national monopo¬ 
list. Then we shall assume that the given prod¬ 
uct is produced in both countries. Under the 
first or "exclusive" assumption we shall first 
assume no transportation costs; this is where 
we deal with simple monopoly. Then we shall 
assume transport costs and deal with dis¬ 
criminatory monopoly Finally, under our 
second, main assumption, we shall deal with 
international oligopoly, usually referred to as 
"international cartels." 

As usual our main focus in all this treatment 
is on resource-allocation and income distribu¬ 
tion. 

2. The Process of Economizing 

a. Exclusive Product Specialisation within Each 

Country 

(1) No Transport Costs. Let us suppose at 
first, then, that the basic conditions (resources, 
etc.) are such in our world of the Monopias 
A and B that after trade is opened, shoes are 
produced only in A and wheat only in B. Let 
us assume also that these products are bought 
only by atomistic households in both coun¬ 
tries; that is, there is no bilateral monopoly 
between households and firms or among firms. 
Under these circumstances, there are the fol¬ 
lowing points to note: (*) As in a world of 
Dictatias or Atomisias, each country special¬ 
izes in producing and exchanging the prod¬ 
uces) in which it has a comparative advantage 
(or least disadvantage). (£) The peculiarly 
international principles governing such special¬ 
ization and exchange arise, as in our other 
hypothetical world economies, out of immo¬ 
bility of all resources in conjunction with 
either non-homogeneity of resources or different 
proportions of resources, (c) The “rear' rate 
at which Monopia A's shoes will be exchanged 
for Monopia B’s wheat will be somewhere 
between the "real” pre-trade domestic rates 
of the respective countries. This "somewhere, 
as in the other world economics, depends on 
the relative intensities and elasticities of the 
countries’ demands for each other’s specialities. 
(J) But the existence of monopoly makes the 
pre-trade rates and the international exchange- 
rate different from those under pure competi- 
tion. 

Let us consider this fourth point briefly. 


Under Atomisian conditions, each country’s 
pre-trade domestic opportunity-cost ratio was 
determined by the marginal cost ratios of pro¬ 
ducing the two goods. That is, each domestic 
opportunity-cost ratio was the inverse of the 
price ratio for the two products, and the prices 
of the products were respectively equal to the 
marginal costs of producing the products. But 
in a Monopia it is different; As we learned in 
Chapter 28, product prices are not equal to 
marginal costs. And, unless the elasticity of 
demand is the same for each product, the prod¬ 
uct prices are not even proportionate to the MC 
ratio. Other things equal, in a Monopia the 
price of a product having a relatively elastic 
demand is lower and the price of a product 
having a relatively inelastic demand is higher 
than under Atomisian conditions. Hence, to 
the extent that such differences in elasticities 
exist, the pre-trade domestic opportunity-cost 
ratios are different in our Monopias compared 
to the Atomisian ratios. 

After trade begins, the Teal" exchange-rate 
will also be different from the inter-Atomisian 
one, provided the elasticity of the demand for 
each country’s specialty is not identical. The 
shoe monopolist of Monopia A is faced with a 
total demand curve from both A s and Bs 
households. Similarly with the wheat monop¬ 
olist of Monopia B. Each monopolist equates 
marginal rather than average revenue with 
marginal cost. Then without equal demand 
elasticities the international prices of the two 
products will be neither equal or proportionate 
to the respective marginal costs of producing 
them. In other words, the international ex¬ 
change rate will not be equal to the MC ratio, 
as it was in world Atomisia. 

From the standpoint of resource-allocation 
in a world of Monopias, we find the same sort 
of results as in the national Monopia of Chapter 
28. The international allocation of resources is 
bound not to be an optimum one unless the 
elasticity of demands for the respective prod¬ 
ucts arc identical and unless the supply curves 
of a given factor service to the raonopsomsts 
are identical in elasticity. 

With respect to income distribution in this 
world economy, we may distinguish two 
aspects. First, as to the distribution among 
all the households regardless of their country 
of residence, we find the same results as in our 
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previously closed Monopia: Universal abnormal 
profits among the monopolist-monopsonists 
make the distribution much more unequal 
than under pure competition. Second, as to the 
distribution between Monopia A and Monopia 
B as entities, we find that Monopia B (and 
its households which own the firms) obtain 
the lion's share of the gains from trade because 
(we assume) the elasticity of the demand for 
its specialized products is less than the elas¬ 
ticity of the demand for A s speciality. 

All these conclusions derive from our analysis 
of Chapter 28 and therefore need no further 
elaboration or proof. 

(2) With Transport Cuts. When we admit the 
existence of the costs of moving the exports 
from one Monopia to the other, we admit the 
possiblity and the probability of price dis¬ 
crimination by each monopolist. The shoe 
monopolist of Monopia A will now charge one 
price to the households of his own country 
("one'' price if we assume that he cannot also 
discriminate among them) and another price to 
the households of Monopia B. The wheat 
monopolist of B will do the same. 

In their respective discriminations the mo¬ 
nopolists generally (in real life) charge lower 
prices in the foreign market than in the do¬ 
mestic. This is because, in going through the 
process of making the marginal revenues from 
both markets equal (as shown in Chapter 29), 
each monopolist finds the foreign demand curve 
for his product more elastic than the domestic 
curve. The foreign demand is more clastic 
because the threat of potential substitute prod¬ 
ucts is much greater. 

The charging of a lower price in the foreign 
market is known as dumping. In other words, 
we speak of international price discrimination 
as if the monopolist produces a surplus in 
excess of the amount bought at home and then 
' dumps" the surplus on the foreign market 
for "what it will bring." Under price dis¬ 
crimination there may or may not be a larger 
output than under simple monopoly, as shown 
in Chapter 28. 

Under dumping, the domestic price is higher 
and the foreign price is lower than under 
simple monopoly (as shown in Chapter 28) 
unless the industry is one of decreasing costs 
and the total output is increased appropriately. 

All this is "old stuff" to us by now. The 


interesting question here is, How does the 
existence of transportation costs make it likely 
that there will be price discrimination or 
dumping? It is because (recall Chapter 28) the 
existence of price discrimination depends not 
only on the existence of different demand- 
elasticities in the markets but also on some 
sort of barrier between the two markets. 
Ignorance among household-buyers would be 
enough. (In the real world there arc other 
market-separating conditions, such as tariffs 
and control of foreign selling agencies so that 
the product is sold only to households rather 
than to firms which might re-export the prod¬ 
uct back to the producer's country.) But the 
fact of transport costs is a main barrier and 
increases the probability of dumping. 

A numerical example illustrates the point: 
Suppose that the domestic price of shoes in A 
is m 10.00 and that the shipping costs '"2.00 per 
pair. If there were no shipping costs, if the A 
monopolist dumped shoes in B at, say, "*9.00 
per pair, and if the B buyers knew of the "'10.00 
price prevailing in A, the B buyers would now 
send the shoes back and sell them at a nice 
profit. But with a '"2.00 shipping charge from 
A to B, this return shipment could not take 
place profitably. A buyer in B who paid "'9.00 
for a pair of shoes would have to get '"11.00 
in A to avoid loss. This price would be one 
moola above the A price; the shoes would find 
no buyer in A, and the return shipment would 
not be attempted. Therefore the A monopolist, 
if he wishes to, can sell in B at a price equal to 
the A price minus the shipping charge; he can 
sell as low as "*8.00 in the above example. 

From the standpoint of the world economy 
(as with our closed Monopia of Chapter 28) 
the allocation of resources may be better and 
the distribution of want-satisfaction (among 
households as a whole) less unequal under 
dumping than under simple monopoly. But it 
would be sheer coincidence if the allocation 
was optimal. And income distribution would 
probably still be more unequal than under pure 
competition. 

It should be noted here that in the real world 
of international trade a monopolist in a given 
country is unlikely to be content with trans- 
port costs as a barrier to inter-market product 
mobility. He wishes to have an even higher 
barrier, an even greater aid to price discrimina- 
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cion or dumping. So he lobbies his government 
into putting up a tariff wall against the impor¬ 
tation of his product from other countries. A 
tariff duty, by adding to the cost of moving 
products, operates exactly like shipping costs. 
The higher the duty, the greater the possi¬ 
bility of dumping—provided that the govern¬ 
ment of the other country does not retaliate 
by imposing a tariff of its own. (In real life 
this is exactly what does happen. And, as wc 
shall understand from our analysis in Chapter 
47, a tariff war can, if carried far enough, 
stifle international commerce.) So closely 
related has the tariff been to monopoly that 
the tariff has been called "the mother of trusts” 
monopolies). In other words, firms have not, 
individually or collectively, waited for purely 
economic conditions to make them monopolies. 
They have asked and obtained political assist¬ 
ance toward this end. In America this sort of 
thing has happcncJ frequently, particularly in 
the nineteenth century. 


b. Products Produced in Both Mon op i as 

Now let us assume that, although the monop¬ 
olist of one country may possess a comparative 
advantage in the production of his product 
(shoes or wheat), the product is produced 
nevertheless, after trade has gone on for some 
time, by a competing monopolist in one (or 
more) countries. Each tries to sell in all 
markets. Then strictly speaking, from the 
international standpoint, wc cannot call the 
firms “monopolists.” They are to be known 
rather as "oligopolists." In this situation, 
with due regard for the conditions and princi¬ 
ples peculiar to international trade, all our 
analysis of Chapter 27 for a closed Oligopia 
applies. The firms will follow an international 
price leader or will organize a cartel to set 
product price and output quotas. There is 
group monopoly, resource misallocation, and 
very unequal income distribution in terms of 
the world economy as a whole. 


Part Two-Section E 


32 World Economic Progress and 
Resource-Utilization 


A. Introduction 

Having completed in the preceding chapter 
(with the aid of stationary assumptions) our 
study of resource allocation and income dis¬ 
tribution in three main kinds of multi-national 
political economics, we must now get closer 
to the real world economy by making successive 
changes in our assumptions. First we shall 
abandon only one of the stationary conditions 
—that there is no net saving and investment 
and no net dissaving and disinvestment in the 


A. Introduction 

D. The Multi-National Progrttuvc Economy 

1. The nature of world economic progress 

2. The nature of international capital movement' 

a. "Real" and financial characteristics 

b. Relation of capital movements and interest 

B mcnts to the money-exchange rate 
ation of capital movements to the balance 
of payments 

(I) Application of the money-llow rule 
( 2 ) balancing the account 
O) The changing capital account of a coun¬ 
try as it grows to maturity 

C. The Multi-National “Dynamic” Economy 

1. The dynamic assumptions once m«>re 
2. Elfccts of the assumptions 
a. General statement 
b Special aspects 

(I) Immobility of factors and pr«iducts 
(2) Automatic” correction of 
. import disequilibria 

(a) Products produced in both countries 
(b) Traded products produced only tn 
the specializing country 
O) Spreading international depressions and 
booms 

(■0 The foreign trade multiplier 

(a) For the world economy as a whole 
(b' Particular countries 

i. Increase in domestic (country 
A‘s) spending 

ii. Increase (shift) in foreign spend¬ 
ing for A*s exports 

(5) Other aspects of international dynamics 
3- General summary and conclusions 


export- 
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world economy as a whole. We shall continue 
to assume that price expectations are certain 
and inelastic and that the world quantity of 
money is nicely and automatically in step 
with total or world output of products. These 
assumptions permit us to study a multi¬ 
national progressive economy. Second, we shall 
make price expectations variable and uncertain, 
including those affecting the world quantity 
of money. These assumptions give us a multi¬ 
national "dynamic" economy. 

We have to look at the world progressive 
economy in order to study the nature of over¬ 
all economic progress and in order to under¬ 
stand something of the significance of inter¬ 
national capital movements. We have to study 
the world ‘dynamic" economy in order to 
examine the cyclical and secular extent of 
resource utilization in the world as a whole. 
In both these tasks our previous analyses of 
single, closed national economies will be of 
great help. Therefore our treatment here can 
be brief. 

B. The Multi-National Progressive 
Economy 

1. The Nature of World Economic Progress 

In considering the characteristics of inter¬ 
national economic progress we shall not dis¬ 
tinguish a world of Dictatias from a world of 
Atomisias or from a world of Monopias. To 
do so would take us beyond the scope of this 
book. Therefore, since it is perhaps the easiest 
to understand, we shall deal only with 2 pro¬ 
gressive world of Atomisias. 

In a multi-national Atomisian economy com¬ 
posed of separate countries which are polit¬ 
ically sovereign and autonomous and among 
which the nature of the resources (natural 
resources, capital goods, and population or 
labor force) is such that the principle of com¬ 
parative advantage applies and operates, the 
meaning of "economic progress" is the same 
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as within a single, closeJ, integrated national 
Atomisia: World economic progress means an 
increase in world economic welfare or want- 
satisfaction through an increase in the world 
net product. The main characteristics and 
causes of this progress are net world capital 
formation and technological advancement. 

In our progressive world of Atomisias we 
assume that natural resources and labor are 
immobile. On the other hand, saved moolas 
and doolas (capital funds), capital goods in 
which savings are embodied, and ideas (in¬ 
cluding knowledge of production techniques) 
are assumed to be mobile. If capital and know¬ 
how can move freely from Atomisia to 
Atomisia, economic progress can be diffused 
throughout the world. 

We said earlier that under certain circum¬ 
stances (which are not very realistic in terms 
of the real world) the movement of products 
can be a complete substitute for the movement 
of factors of production. But this conclusion 
must be modified drastically when we consider 
a progressive world economy in which there 
are not only "advanced” countries, with much 
capital and developed natural resources, but 
also ' backward" countries, with rich natural 
resources awaiting the application of capital. 
To some extent the benefits of the technological 
progress and the capital accumulation in the 
advanced countries could be diffused to the 
backward countries through the exchange of 
the laticrs’ raw-material products for the 
formers’ finished manufactured products. But 
clearly the world’s progress would be faster 
and greater if the backward countries' rich 
natural resources were developed through their 
importation of capital goods rather than 
finished products. 

The net yield or MRP of investment in one 
country (a capital-poor country) is commonly 
considerably higher than in another (a capital- 
rich) country. Consequently, we find that, in 
free markets, capital flows to the backward 
countries. 

Because a main feature of economic progress 
is capital accumulation; because inter-country 
capital movement does occur in the real world, 
and because national sovereignties and 
separate currencies are a feature of the in¬ 
ternational relations to which the principles 
of international trade apply, our chief concern 


here is with the mechanisms through which 
capital movement and world capital accumula¬ 
tion take place. 

2. The Nature of International Capital Move¬ 
ments 

We see, then, that the export and import of 
capital is a major element making for world 
economic progress and that movement can 
result in net investment for the world as a 
whole. We must of course not forget that inter- 
country or inter-region capital movement can 
occur under stationary assumptions—provided 
there is no net accumulation in the world. That 
is, as an industry in one country declines and 
another or the same industry in another 
country grows, the latter country imports 
capital from the first. But the world level of 
capital can remain stationary. However, we 
have chosen to discuss capital movements here 
rather than in Chapter 31 because such move¬ 
ments are so much the core of world economic 
progress. 

Let us study a few main features about the 
mechanism of these movements. We wish to 
know the ’’real'’ and the financial characteris¬ 
tics of capital movements and the relation of 
these movements to the money rate of exchange 
and to the international balance of payments. 


“Real" and Financial Characteristics 

A flow of capital from one country to another 
leans, in money terms, that the household- 
tvers of the first country have lent savings to 
rms of the second country; the households of 
>untry A have sold the services of saving to 
le firms of country B. (If our assumptions were 
dynamic," the flow of capital from A to B 
>uld also include demand-deposit money 
eated by the banks of A for lending to firms 
, B.) These savings can be loaned on short 
rm or on long term, just as within country 
itself. 

Lending by A s savers to B’s firm-borrowers 
tus means initially a movement or flow from 
to B. But interest is paid periodically on the 
tort-terra or long-term loans. So over a pcrio 
years there is a reverse, smaller flow from 
to A. And when the principal of the loan 
repaid, there is a big reverse flow to A. 

But what "flows" first from A to B and later 
jm B back to A? Is it A’s currency that moves 
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from A to B, and is it B’s currency that moves 
back from B to A? It cannot be these respective 
currencies, for A s currency cannot be used in 
B nor B’s in A. Then what does move? 

What B wants to borrow from A, actually, 
is "real” goods, not money for its own sake. 
And what A really wants in repayment from B 
is also physical products. Now there are a 
number of ways in which these ’‘real” trans¬ 
fers may be effected. In the beginning B’s firms 
obtain savings from A s households. There arc 
two main ways in which, under our present 
assumptions, a given money loan may be made 
by A’s households to B's firms. The households 
may deposit their savings in a 100 per cent 
bank (i.e., in a bank which, we assume, keeps 
100 per cent reserves behind its deposits and 
has no power to create credit-money), and B's 
firms may then borrow the savings from the 
bank, which acts as a go-between. Second, B's 
firms may sell new securities in A, and the 
households which buy them are the lenders, 
the purchase money being their savings. 

Now, as just stated, the saved money is not 
desired by B’s firms for its own sake. As manu¬ 
facturers, wholesalers, or retailers they wish 
to buy machines or raw materials or other 
goods for production and sale. Therefore, the 
"real” loan made to these firms is a loan of 
what they buy with the money. 

Let us sec the different ways in which the 
funds borrowed by B may be converted into 
products. First , B's firms may simply spend all 
the A currency in that country and have the 
goods shipped to B. The capital transfer is 
thus completed. Country A has an excess of 
"rear' exports over imports to the extent of 
the loan. Second, B’s firms may not wish to 
spend the borrowed currency in A at all. They 
may wish to spend it at home or in other 
countries. In this case, there are the following 
possibilities: 

GO Let us assume first that both countries 
are on the gold standard. (1) B’s firms wish 
to spend the money in their own country. Then 
they try to buy their own currency with their 
loan of A’s currency. Let us say that this opera¬ 
tion drives the doola-moola rate of exchange up 
to the gold export point, so that the loan goes 
back to B in the form of gold. Then B’s firms 
take the gold to their bank and obtain newly 
created doolas therefrom. They spend this do¬ 


mestic money on domestic products. This 
further raises money incomes and prices in B. 
With larger money incomes and with higher 
domestic prices, B’s households and firms will 
now increase the value of their purchases of 
A’s products. At the same time, the higher 
prices in B will discourage A’s buyers from 
importing as high a value of B's products as 
formerly. (We may also assume an elasticity 
greater than unity for each country’s de¬ 
mand for the other's products.) This process 
will continue until there has been created an 
excess of import value into B over export value 
from B just equal to the amount of the loan. 
In the end then, the money loan from A to B 
does get transferred, net, as "real” products. 
But what if the import surplus is in the form 
of consumption products, which arc used up 
at once? How then has the loan resulted in 
capital accumulation for B? The answer is 
that resources in B can be transferred from 
producing domestic consumption products to 
producing capital goods. (See our discussion 
of Great Britain for a real-world example of 
this.) (2) Suppose now that B’s firms wish 
to spend their borrowings of A's currency in a 
third country rather than in A or at home. 
Then they obtain C's currency by buying it in 
A or having gold shipped to C which is then 
turned into that country’s currency. Let us 
assume a triangular trade relation among the 
three countries, such that C normally imports 
from A, B from C, and A from B. Then after B 
buys the products in C and has them shipped 
home, the transaction is over, so far as B is 
concerned. It has the "real" goods, just the 
same as if it had bought them in A. But the 
taking of A’s loan to C for spending has left 
A and C in temporary unbalance. In A, 
incomes and prices have fallen because of the 
decrease in purchasing power involved in 
making the loan and transferring the gold. At 
the same time incomes and prices have risen 
in C because of B's expenditures. Then C's 
imports from A rise (A’s exports to C rise), 
and this continues until C’s import value 
balances its export value to B (including B's 
recent purchases) and until A’s export value 
is greater than the value of its imports from 
B by the amount of B’s loan from A. 

(*) Now let us assume that neither country’s 
currency is convertible in gold. We have two 
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cases again: There arc only two countries, A 
and B, each trading only with the other, and 
we have a triangular trading relationship 
among three countries, as above. (1) If B s 
firms wish to spend in country B the loan from 
A s households, the lirms try to buy doolas for 
this purpose and in so doing drive up the cur¬ 
rency exchange rate, thus making B's export 
products dearer to A's importers and making 
A s export products cheaper to B's importers. 
As a result, B's export value falls and B's 
import value rises, thus producing the "real” 
import excess which is equivalent to the import 
of "real’’ products from A. Here too, in other 
words, there is in the end what amounts to a 
"real" loan from A to B. (2) If B’s lirms wish 
to spend the loan in country C, the latter’s 
currency price is pushed up in terms of A's 
currency. Let the student finish the analysis on 
the basis of preceding discussions. 

In the same way, the payment of interest 
by B's firms to A's household-savers involves 
a flow of "real " products from B to A, whether 
or not one or more other countries arc involved. 
The households of country A, under our present 
assumptions, do not want the interest-money 
as money. They want the money only for 
the goods it can buy. So, whatever the actual 
process of interest-payment is, the "real " 
interest payments consists of much of the in¬ 
crement in physical output (produced by B's 
firms) that the loan of capital goods made 
possible. In one way or another this portion 
of the "real" increment flows back to A's 
households from B’s firms. It makes no dif¬ 
ference whether the increment is actually sold 
to households in B or in A or in a third 
country. A s households eventually get it. 

The same "real” fact holds for repayment 
of the loan. Country A eventually must end 
with the import of "real" products when Bs 
firms repay the principal. 

Underlying the whole train of flows, real 
or financial, is the economic fact that the 
household savers of country A believe that the 
net marginal productivity (net MRP) of 
capital is higher in B than in A. They lend 
their saving* to the area and industry promis¬ 
ing the highest net yield. The interest rate 
must be higher in B than in A for the capital 
flow to take place. 


b. Relation of Capital Movements and Interest 
Payments to the Money-Exchange Rate 

The monetary rate of exchange—i.e., the 
rate of exchange between two countries’ cur¬ 
rencies is, as we know, determined by the 
forces which influence the relative demands for 
the countries' currencies. Or to say the same 
thing differently, it is determined by the condi¬ 
tions affecting the demand for in relation to 
the supply of a single country's currency for 
inter-country transactions purposes. Now, as 
we have just seen, a loan from one country's 
households to another country's firms involves, 
in two-country dealings, a demand for the 
borrowing country's currency. A demand for 
the currency of borrowing-country B tends to 
raise the exchange rate against lending-country 
A jnd in favor of B. 

By the same reasoning the payment of interest 
and the repayment of principal from B's firms 
to A's households causes a rightward shift of 
the demand curve for A's currency, thus tend¬ 
ing to raise the price of A's moolas in terms of 
B's doolas. 


. Relation of Capital Movements to the Balance 
of Payments 

(1) Application of the Money-Flow Rule. In our 
iscussion of Chapter 31 on the balance of pay¬ 
ments for a stationary country we said that 
nv transaction which means an in-payment 
o’a country's inhabitants must be listed as 
credit in the country’s international ac- 
ounting statement, for such an item has the 
amc effect as a merchandise export, which 
|ways involves such an in-payment. Con- 
ersely, any transaction that involves an out¬ 
payment of the country's currency (i.e., which 
>rovidcs the inhabitants of other countries 
vith the first country's currency) is like a 
merchandise import and therefore must be 
isted as a debit item. This rule applies also to 
mternational loans and to interest and princi¬ 
pal repayments. We have a clue, in other words, 
s to how to make an accounting for intcr- 
ational capital movements: Whether a loa 
rom A's households to B's firms ,s short-term 
r long-term, it must be listed as a debu n 
ountry A's account and as a credit in count > 
rs account. In "real" terms the loani.s to^ 
are. an export of capital goods from A and 
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an import of such goods to B. But B does not 
pay for A s export immediately. Therefore the 
currency in-payment out-payment rule holds. 
There is an out-payment from A and an in¬ 
payment to B. 

After the loan has been “working” for a 
while, the flow of payments begins in the 
reverse direction. As already shown in Chapter 
31, interest payments from B to A constitute 
a credit to A and a debit to B. The same thing 
applies to the repayment of the principal. To 
be sure, the "real’' flow is in the same direction 
as the money flow when interest and principal 
are paid; there is a "real" import into A. But 


685 

stand, then, that the making of an international 
loan (an outward movement of capital.) is one¬ 
way by which a country having a "favorable" 
balance in the current items of trade (visible 
and invisible) can even-up its international 
account. To whatever extent such loans arc- 
made, the necessity for receiving a gold ship¬ 
ment is avoided, if the countries have gold- 
standard currencies, or the necessity for a 
change in the rate of exchange between the 
countries' currencies is avoided, if the countries 
have inconvertible paper currencies. Like¬ 
wise, the receiving of an international loan is 
one way in which a country having an "un- 


Country A 


Credits 

Debits 

(in millions of moolas) 

Net Credits (+) 
or Debits (-) 

Current tronsoctions, total 

3.500 

3.100 

+ 400 

Gold movements 

— 

— 


Capitol movements 

— 

400 

-400 

Total transactions 

3.500 

3.500 


Country B 


Credits 

Debits 

Net Credits ( + ) 



(in millions of doolos) 

or Debits (- ) 

Current transactions, total 

6,200 

7.000 

-800 

Gold movements 

— 



Capitol movements 

800 


+ 80Q 

Total transactions 

7.000 

7,000 



A pays out net no money for these 'Teal” 
imports. So the currency in-payment rule is 
controlling. 

Actually the loan to B’s firms may be renewed 
again and again, indefinitely. The securities 
may be sold by the original household-savers 
to other households, in A, who then become 
the creditors. But whoever the holders of the 
securities are when the loan matures, they may 
be asked by B’s firms to renew the loan on the 
same or different terms (interest rate, maturity 
date, etc.). And if they agree to do so and if 
this process is repeated, the repayment of the 
principal may be postponed almost indefinitely. 
W hether the security-holders agree to suc¬ 
cessive renewals of the loan depends on the 
relative attractiveness of alternative oppor¬ 
tunities for lending the savings; i.e., it depends 
on the net MRP’s of capital in other uses com¬ 
pared to the net return in the present use. 

(2) Balancing the Account. We come to under- 


favorable" current balance can balance its 
whole account without losing gold or without 
having the exchange rate move against it. 

These conclusions are illustrated in the two 
summary accounts above. The one for country 
A is a reproduction of the account shown for 
this nation in Chapter 31 (page 673)—except 
that an outward capital flow is introduced 
which cuts down the inward gold flow by 
"‘400 millions. The statement for country 13 
shows how the receipt of the loan obviates the 
need for sending gold to A. 

All the above leads us once more to stress 
the fact that, whether or not there is a favor¬ 
able or unfavorable balance in a country's 
current account (i.e., whether or not a 
country s current account is in disequilibrium) 
the total account of credits and debits is in 
balance at every instant. If a country has, say 
an unfavorable current balance and does not 
make up us deficit at once by shipping gold 
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then it is automatically in debt to one or more 
other countries and has in fact balanced its 
total account with short-term (or possibly 
long-term) borrowing in the exact amount of 
its deficit. And vice versa. 

(3) The Changing Capital Account of a Country 
as It Grows to Maturity. It is interesting to note 
that, as countries in the real world have 
advanced from youth to maturity, they have 
followed a typical pattern in respect to changes 
in the various items of their international 
accounts. A "kid” country is an economically 
new or backward country which has been only 
recently opened to economic activity or which 
for some reason has been retarded in capital 
accumulation and technological development. 
Such a country is likely to be an agricultural 
or raw materials producer, and the ratio of 
capital to the quantities of other productive 
factors is low. It usually exports agricultural 
products and other raw materials, and it usually 
imports manufactured goods. The value of its 
current imports is likely to exceed the value 
of its current exports; that is, it is likely to 
have an unfavorable balance of current trade. 
This balance, however, is compensated for by 
the in-movement of capital, which of course 
is just what the country needs for its develop¬ 
ment. (Obviously, there must be some 'old” 
country around, which is able and willing to 
lend the capital.) Such a country is known as a 
young debtor nation. As the country grows, it 
reaches the class known as mature debtor nation. 
It is ' mature,” however, only in respect to its 
state of indebtedness; it is not yet "grown up” 
in respect to its whole economic life-span. In 
this stage the country tapers off its borrowing 
from abroad. Large interest payments and some 
loan-principal repayments now flow from it to 
the creditor nations. On account of these out¬ 
payments the country must, other things equal, 
have a favorable current balance. This net ex¬ 
port of current items is possible in terms of pro¬ 
ductive facilities because the capital investment 
during the young stage is now paying off in the 
form of increased quantities of exportable man¬ 
ufactured goods as well as raw materials. The 
next c third stage is the new-creditor-nation one. 
The growing country has so prospered from its 
continuing (now mostly self-financed) capital 
formation that some of the savings of its own 
households are now available for lending to 


one or more other countries which are at 
present in the youth stage. During this third 
stage our country continues to have a favorable 
current balance, particularly in merchandise, 
because its loans, as we know, actually take 
the form of real’' exports. Finally, the last or 
really-grown-up stage is reached—that of a 
mature-creditor nation receiving a large, steady 
inflow of interest payments which, together 
with an occasional loan-principal repayment, 
exceeds the volume of new loans still being 
made. During this stage the country must ex¬ 
perience an adjustment in the relative money 
volumes of its exports and imports: It must turn 
to an "unfavorable” balance, an excess of im¬ 
ports over exports. Only in this way—unless it 
is prepared to accept ( a ) large inflows of gold or 
(£) defaults on the interest and principal of pre¬ 
vious loans or (c) the making of ever larger 
new loans to other countries—can its total 
international account be in equilibrium. 

Does this life story of the international 
economic relations of many countries end like 
a person's biological life history? Docs creditor 
maturity, with an unfavorable balance of mer¬ 
chandise trade, necessarily presage economic 
senility and death? Not at all. Under our as¬ 
sumptions, becauseof thecapital movemencsout 
of such a country into young countries, not 
only are the young countries better ofT; the ma¬ 
ture creditor is also better off—much better oft 
than if the savings of its households had been 
invested at home where the net MKP of capital 
was much lower than in the young countries. 
The fact that a mature creditor country has to 
have an excess of merchandise imports over 
exports can only mean that the households ot 
this country are enjoying the fruits of saving- 
investment, which arc larger and richer than 
they would have been from investment at 
home. In other words, the creditor country 
gets more and better imports as a net return on 
previously exported savings and thereby is 
relieved of the necessity for paying for imports 
with the export of its own products, more o 
which can now be consumed at home. 

If the young debtor countries are better on 
for having been able to borrow ccrta.n faaor 
services in order better to utilize their natural 
and labor resources; and if the mature cred tor 
countries are also better off. as lust shown. 
then the whole world is better off. This in 
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deed is a major aspect of international economic 
progress. The whole and all its constituent 
units have profited. 

If we adhere to Atomisian progressive as¬ 
sumptions for our progressive world economy, 
then, we are assured that what happened in 
the single progressive Atomisia will happen in 
a progressive worlJ of Atomisias. With a 
constant world quantity of money or with a 
steadily expanding quantity and with in¬ 
elastic price expectations, all domestic and 
international departures from economic equi¬ 
librium are temporary and equilibria are re¬ 
stored automatically. Under the direction of 
The Hand the economic decisions of all the 
countries’ atomistic households and firms 
weave out a pattern in which, for the whole 
world, we observe an optimum allocation of 
world resources between present consumption 
and saving or capital formation and in which 
we see a steadily increasing quantity of world 
income, with continuous full employment of 
resources. 

C. Tiie Multi-National “Dynamic” 
Economy 

1. The Dynamic Assumptions Once More 

We must now abandon the assumptions 
that make for smooth economic progress and 
for the full employment or utilization of re¬ 
sources in each national economy and in the 
multi-national economy as a whole. We must 
admit that, in each country and in the world 
as a whole, the price expectations of house¬ 
holds, banks, and non-banking firms arc vari¬ 
able and uncertain; that the rate of change and 
of adjustment to change is uneven; and that 
production periods in the several industries are 
different, some being of considerable length. 

These new, more realistic assumptions make 
our multi-national economy what we have 
been calling "dynamic” and, as in the single 
dynamic Atomisia, raise questions about the 
economy’s stability and its ability to provide 
continuous full resource-utilization. 

2. Effects of the Assumptions 
a. General Statement 

Under these assumptions the quantity of 
money in the whole world economy becomes 
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an independent variable. So also does house¬ 
holds’ and firms’ willingness to spend money 
on commodities and securities. The total 
world quantity of money or cash balances that 
is desired for holding and use may easily gel 
cumulatively out of balance with the total 
world quantity available, and there may be 
no automatic correctives to such disequilib¬ 
rium. At the same time that the disequilibrium 
develops, an equivalent disequilibrium arises 
Ixrtween planned savings and actual net in¬ 
vestment. In short, there is speculation, both 
"amateur" and professional, on the value of 
money, and this speculation affects firms’ 
willingness to net-invest. When price ex¬ 
pectations are elastic upward following a rise 
in current prices for any reason, investment 
booms and total spending rises. When they 
arc elastic downward following a price decline, 
new investment lags and yields to net dis¬ 
investment, and total spending falls. There arc 
positive and negative multiplier and accelera¬ 
tion effects on world income and resource- 
employment. There are, in short, world busi¬ 
ness cycles. 

The circumstances that touch off the in¬ 
flationary or the deflationary movements by 
causing shifts in supply or demand curves may 
be "natural,” such as a crop failure in one or 
more countries brought on by bad weather; or 
economic and technological, such as a change 
in supply or demand conditions for products 
like crops and machines, which have long 
production periods; or political, such as a war 
or threat of war. 


"e recall that, whichever one of the above 
kinds of circumstances sets off an inflationary 
or deflationary spiral within a single closed 
economy, the whole economy is at first un- 
evenly affected; that is. the cyclical fluctuation 
begins for whatever reason in one segment of 
the economy and spreads cumulatively after 
a while to the other segments. The same is 
true of world booms and depressions. The 
initial shifts in supply or demand curves occur 
first, as a rule in one part of one country and, 
puking up cumulative momentum, spread not 
only over the rest of that Country but also over 
the rest of the world. The inflationary or de¬ 
flationary movements, once touched off, are 

i^cv I eXp a T d . m tCrms of the incasing 
\ valence of elastic expectations and the 
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tendency of atomistic economic units in all 
countries to behave in herd fashion. Under 
these conditions the world economic pendu¬ 
lum swings over far beyond the point where 
equilibrium might have been restored. 

Thus, in general terms and without regard 
to the conditions (such as different currencies 
and factor immobilities) that distinguish a 
world of Atomisias from a single closed one, 
our portrayal of the dynamic world economy 
differs in no essential from that given for any 
closed Atomisia. Our discussion above was 
merely a review of the main features. But the 
peculiarly international conditions do make 
for some differences of emphasis and content 
which merit attention and to which the re¬ 
mainder of our survey will be devoted. 

b. Speci.il Aspects 

(1) Immobility of Factors ami Products. The 
fact that there are technological and economic 
(not political, under present assumptions) 
obstacles, some of them insurmountable, to 
the free movement of all products or all pro¬ 
ductive factors has two main effects: (<#) The 
upswings and downswings in the business 
cycle are not so swift over the world as a 
whole as within a closed country. Since not 
all of any country's output is exported and 
not all of any country's consumption comes 
from imports, and since there are immobilities 
among some products and factors, a down¬ 
swing or upswing beginning in a given country 
spreads to others and engulfs them more 
slowly than if these conditions did not exist. 
The galloping course of a downswing or up¬ 
swing within a single closed Atomisia in 
which inter-regional immobilities are assumed 
not to exist is not duplicated in the world as 
a whole. Depression or prosperity may spread 
from one country to another. But the diffusion 
takes time. (£) By the same token a change 
from depression or prosperity—i.e., a cor¬ 
rection of previous economic sprees—is much 
less rapid. 

(2) "Automatic ' Correction of Export-Import 
Dj. equilibria. With two countries on the gold 

*vi. rd and abstracting from capital move¬ 
ments for the moment, we saw earlier that 
with appropriate shifts of demand curves due 
to changes in income and with appropriate 
movements up or down existing demand 


curves, i.e., with the sum of the elasticities of 
demand for a given country’s exports and 
imports greater than unity—an excess of 
imports-total-valuc over exports-total-value 
(an unfavorable balance of trade) would be 
corrected by an out-movement of gold, and a 
favorable balance of trade (exports-total- 
value higher than imports-total-value) would 
be corrected by an in-movement of gold, the 
correction taking place through a change in 
the money income—and therefore a change in 
the price level—of the given country in rela¬ 
tion to another country's total money income 
and price level, which changes would appro¬ 
priately alter the exports and imports value 
and produce a new equilibrium. Let us see 
whether, with price expectations elastic and 
uncertain, the corrective changes still take 


place. 

In analyzing this problem we shall have to 
distinguish two mam cases—the one in which 
the products traded arc produced in both 
countries and the one in which each country s 
specialization is complete. 

(a) Products Produced in Both Countries. Sup¬ 
pose that country A for some reason has had 
an unfavorable trade balance (while country 
B has had a favorable balance) and has shipped 
gold to country B, lowering money income 
and the price level in A relative to B s income 
and price level. A’s problem in achieving a 
new equilibrium is to reduce the value of its 
imports and at the same time increase the 
value of its exports, so as to make both values 
equal. B's problem is to increase its import 
value and decrease its export value, so as to 
equate the two values. Let us now assume 
that A's households and firms expect A s 
prices to fall still farther; their price expecta¬ 
tions are elastic. Then within A there is a 
"shift from commodities and securities to 
money." There is a significant further decline 
in total spending and there are negative multi¬ 
plier and acceleration effects on total money 
income and resource-utilization. A busincs 
downswing has been touched ofT. 

Now the additional decline in total spending 

and income within A shifts still farther to the 
left the demand curves not only for domes 
products but also for the products customar ly 
imported from country B Thus the am 
decline in the quantity (and value) of import 
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from B, one of the necessary steps to a new 
equilibrium for A, is reinforced by the oper¬ 
ation of elastic price expectations in that 
country. 

But we must also learn what happens to 
the value of A’s exports. Have they risen or 
fallen, thus helping or hindering the attain¬ 
ment of equality between imports and exports 
values? In order to answer this question we 
must know what has been happening within 
country B since the receipt of A s gold. If the 
price expectations of B's households and 
firms were elastic about B's prices, following 
the price increases due to the increase in in¬ 
come after the receipt of A s gold, there will 
have been a shift from money to commodities 
and securities in that country. Total spending 
will have risen still further in B than after the 
initial receipt of gold; there are additional 
positive multiplier and acceleration effects on 
total money income (and on employment, if 
resources were less than fully utilized before 
the gold movement). A business upswing will 
have gotten under way. This change shifts the 
demand curves for A‘s exports (B’s imports) 
still further to the right and thus reinforces the 
initial increase in the quantity (and value) of 
A s exports to B. Thus, here also the fact of 
elastic price expectations helps the movement 
toward the desired equilibrium for each 
country. 

At this point some readers may properly 
ask, "What if the expectations of B's import¬ 
ing firms in respect to A's price level arc 
elastic? Will this not cause B's importers to 
hold off buying A's exports, thus preventing 
the needed balance?" No, B's importers will 
buy from A's firms in spite of such expectations 
because they always compare prices in A with 
prices in B for the same products. They arc 
always prepared to buy in A rather than in 
B whenever A's prices (with allowance for 
transport costs) are the lower. 

A similar question may also arise in respect 
to A’s imports from country B: If A's im¬ 
porters have elastic expectations about B's 
rising prices, will they not hasten to import 
now? The answer is no, for the same sort of 
reason given to the previous question. 

But one very important question still re¬ 
mains: Will the nice point of balance between 
import-export values be attained for each 


country if their price expectations operate as 
described? Will not A's imports he reduced anil 
A's exports be increased more than enough 
for a new equilibrium? Will not B's imports 
be increased and B's exports be decreased more 
than enough for a new equilibrium? In short, 
will not each country get into a disequilibrium 
which is the opposite of its previous one? 
Such new disequilibria will indeed occur // 
price expectations in each country remain 
elastic. But it is highly improbable that ex¬ 
pectations will continue elastic. The increase 
in A’s exports to B enlarges A’s incomes and 
tends strongly to bring prices back up. It is to 
be doubted that price expectations in A would 
continue to be downward-elastic. In B the 
decrease of exports to A decreases incomes and 
tends to halt the price increases, thus tending 
to change the upward-elastic expectations. 

(b) Traded Products Produced Only in the 
Specialising Country. If the product imported by 
B from A is produced only in A, if the product 
imported by A from B is made only in B, and 
if the importers of each country have elastic 
expectations about the prices of the imports, 
it is likely that the initial disequilibrium of 
import-export values for each country will be 
worsened rather than rectified, so long as the 
expectations remain clastic. B's importers 
might well hold oir buying from A, and A’s 
importers would probably step up their pur¬ 
chases from B. These movements would be the 
reverse of those needed for balance; there 
might thus be a tendency toward cumulative 
international disequilibrium. A's depression 
would worsen; so also would B's boom. 

(3) Spreading International Depressions and 
Booms. In the above analysis for the first case 
we found a downswing damped in country A 
at the same time that an upswing was damped 
in B. In the second case we found a down¬ 
swing worsened in A at the same time that an 
upswing was worsened in B. In either case the 
conditions within the one country did not 
spread to the other. Country B was not de¬ 
pressed because A was, nor was A lifted up 
because B was. 

We have now to consider the common case 
m which a business downswing or upswing 
starting in one country spreads to other 
countries. Our first task is to distinguish this 
case from both the preceding ones: Under 
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what conditions do we find that a depression 
or boom in one country does not spread to 
one or more other countries, and under what 
conditions does a depression or boom spread? 
In order to make the contrast clearer, let us 
first state the conditions common to both 
cases: (<*) Price expectations are elastic. (£) 
Since banks, as well as other firms and house¬ 
holds, have elastic price expectations, the 
quantity of and the rate of spending money 
can change considerably (although within 
certain limits) independently of the physical 
volume of goods (including exports and im¬ 
ports). The main difference between the de¬ 
pression-spreading and non-spreading cases 
lies in what happens within the country which 
'breaks up" the previously existing equilib¬ 
rium for itself and other countries. In the 
preceding pair of cases we did not state how it 
happened that country A came to have an 
import surplus and B an export balance. But 
something such as a crop failure in A must 
have occurred to make A increase its purchases 
of B's exports (such as wheat). Given this 
change, A had to ship gold and B had to re¬ 
ceive it; and a downswing was touched off in 
A at the same time that an upswing was 
started in B. In other words, the very condi¬ 
tions which caused a depression in A led to 
a boom in B. But let any condition (such as 
a domestic stock-market panic) which starts 
a depression in A also cause a reduction in A's 
purchases from B, and we have, with elastic 
expectations in both countries, a downswing 
in both. 

This circumstance—whether the condition 
causing a downswing in the first country leads 
to an increase or a decrease in its purchases 
from one or more other countries—is a crucial 
one in determining whether or not the first 
country's downswing spreads. But there are 
two other factors of importance. One is, 
How important is the first country in world 
trade? Is it a big importer or a negligible one? 
The bigger it is, the more likely is it to start 
a world-wide depression or boom by shifting 
its demand curves leftward or rightward, and 
vice ver>a. Second, what happens to the 
quantity of and the rate of spending money? 
The effects will vary depending on whether 
the quantity of money is very closely tied to 
the quantity of gold or if the quantity of 


money is effectively controlled in any other 
way by the government. We assume here of 
course, in our laissez-faire condition, no con¬ 
trols over money. The decline in total spending 
in country A decreases not only the domestic 
output of A but also the quantity of B’s 
exports bought. Consequently the prices of 
B's export products start to fall, and the value 
of B's exports falls also. Then price expecta¬ 
tions within B may well become elastic- 
downward; and, if they do, a downswing is 
assured for B. Country A's depression has thus 
engulfed B. To be sure, there will be a ship¬ 
ment of gold from B to A when the exports 
value in B falls below the imports value. But 
this movement tends to worsen the price 
decline in B. And, in the absence of govern¬ 
ment controls, it is doubtful if the receipt of 
gold by A will serve to reverse the downward 
price expectations in that country. 

But this is not all. Country B is, under our 
assumptions, a heavy importer as well as a 
big exporter. When struck by depression, it 
reduces its spending on these imports, whether 
they come from A or from one or more other 
countries. To the extent that the imports 
come from A, the original depression in A is 
worsened. And to the extent that the imports 
come from other countries, they too may well 
suffer downswings and depressions. So long as 
price expectations in the countries remain 
elastic-downward and produce further negative 
multiplier effects on income and employment, 
export and import quantities and values con¬ 
tinue to fall and the volume of international 
trade is successively reduced. The original 
disease of depression in A has become epidemic. 

Let the student work out what happens 
multi-nationally when, after a state of balance, 
a boom for some reason begins in country A. 

We see then that, given some disequihbrat- 
ing condition inside a country which is im¬ 
portant in world trade, the existence o 
"dynamic" conditions leads to results which 
amply support our previous statement about 
spreading international cyclical movements. 

(4) The Foreign Trade Multiplier. At various 
places in the discussion above we have men¬ 
tioned the multiplier effects of changes m 
total spending. We must now give more precise 

expression to these effects. 

(a) For the World Economy as a Whole. In 
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order to do this, we must distinguish between 
the effects on the multi-national economy as 
a whole and the effects on particular countries. 
If we look at the world of Atomisias as one 
economy, then our conclusions about the 
nature and the calculation of the multiplier 
and about the positive or negative effects on 
total money income of a rise or a fall in total 
spending are the same as those explained in 
Chapters 23 to 25 for a single closed Atomisia. 
There must be some injection of money into 
the economy or some ejection of money out 
of the economy; that is, there must be some 
changein total spending,on consumption goods 
by households or on investment goods by 
firms (government spending is still ruled out 
of the picture by our assumptions). This 
change can of course take place in a single 
country and then spread—more or less slowly 
because of certain immobilities—to the other 
countries. For the economy as a whole the 
multiplier may be calculated, in general, as 
for the single closed economy: It is the recipro¬ 
cal of the marginal propensity to save—i.e., 
the reciprocal of one minus the marginal pro¬ 
pensity to consume. If the MPS is 0.25(i.e., if 
at the existing level of world income the 
households save one-fourth of each currency 
unit), the multiplier is four. Total world in¬ 
come rises or falls by an amount equal to four 
times the injection or ejection of money (four 
times the change in total spending). If the 
change in spending is not maintained from 
period to period, the original amount of 
change “leaks out" completely after an in¬ 
definite period, and total income goes back to 
its original amount. The leakage item for the 
world as a whole in any period is of course 
the amount that is saved. 

At this point we will do well to remind 
ourselves that we must distinguish the multi¬ 
plier’s effect on money income and on "real" 
income. An increase in total spending may be 
said always to have a multiplier effect on total 
money income. But there will be no multiplier 
effect on physical output (real income) unless 
there is some unemployment of resources at 
the time the new spending is injected. 

We may also recall that, because there is 
no certainty that savings will be spent on 
investment goods, the multiplier assumes that 
savings will not be spent; i.e., it assumes the 


complete leakage of savings from the spending 
stream. 

(b) Particular Countries. The facts of national 
sovereignty and currencies and different na¬ 
tional customs and habits, however, make for 
differences in the propensity to consume and 
save among various nations’ households and 
tend to deprive the world multiplier concept 
of much practical usefulness. It is therefore 
usual to consider the influences of foreign 
trade on the multiplier nation from the stand¬ 
point of particular countries. 

When this is done, we must consider the 


multiplier effects on a given nation s total 
money income of not only an increase or de¬ 
crease in its own domestic spending but also 
a change in the spending of other countries in 
the particular country. Furthermore, there are 
inter-country leakages as well as the above- 
mentioned inter-country multiplier influences. 
The whole matter becomes pretty complicated. 

(i) Increase in domestic (country A's') spending. 
Let us deal with the international multiplier 
in respect to particular countries by distin¬ 
guishing two main cases: (a') a change (we 
shall make it an increase) in total spending 
arising from the creation of money for private 
investment purposes within a country (A) 
itself; and (b) an increase in the total spending 
of some other country or of all other countries 
for A s exports, due not to an increase in the 
quantity or rate of spending money in these 
countries but to a shift in households’ prefer¬ 
ences for A’s products. 

Let us suppose, as our first case, that for 
some reason an increase of "l billion in total 
spending for investment takes place in country 
A. Then, as usual, part of the spending-in¬ 
crement will "leak out" as households’ sav¬ 
ings. Let us assume that the marginal pro¬ 
pensity to save in country A is 0.20. But under 
international trade another leakage must be 
considered: A’s households will also use part 

mi k h u- r ' ncrcased incomcs (i e., part of the 
1 billion) to buy imported goods from country 
the rcsc of the world. Assume this leakage 
of purchasing power out of A’s domestic 
spending to amount to 0.05 on every moola in 
the increment. In other words, 0.05 represents 
the marginal propensity of A’s households to 
import. The total leakage thus far is 0.25 per 
moola. But the story has just begun. When 
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A*s households buy B's proJuccs, the increase 
in B's exports raises money incomes in that 
country; a positive multiplier effect on total 
income is felt there. The extent of this multi¬ 
plier effect in B depenJs on the marginal 
propensity of B's households to save and on 
their marginal propensity to import the 
products of A s firms. Thus, if B has a high 
propensity to import, A receives a further 
considerable fillip, a further large injection 
of purchasing power. But a high MPS in B 
tends to damp this effect. In any case, to 
whatever extent the increased purchase by 
A of B's products comes back to A in the form 
of an increased purchase by B of A's products, 
the original multiplier resulting from A's 
firms' original net investment is increased. 
But some of this increase again leaks back to 
B as A's households buy more of B's products; 
and another leakage occurs again through the 
savings of A's households. 

To make a long story short, this process 
goes on, back and forth between the two 
nations, until the original inaction has all 
leaked out into savings in A and in B. If the 
increase in total spending by A's firms is not 
kept up period after period, in the end the 
national income in each country will have 
lapsed back to its pre-injection total. 

There is a formidable formula which may 
be used to calculate the multiplier for country 

A. It is this: M A - -- . Here 

S A + T A +T t ^ 

J/« 



the subscripts denote the countries A and B; 
Af stands for multiplier; S represents the 
marginal propensity to save; and T represents 
the marginal propensity to import (trade for) 
the other country's products. We have already 
assumed S\ to be 0.20 and T A to be 0.05- If. 
then, we assume S B to be 0.25 and T n to be 
0.05 and apply these values to the formula, we 
come out with a multiplier of 4.1 for country 
A. Complicated as the formula appears, a 
study of it in connection with the above as¬ 
sumed propensities shows certain things 
clearly: The multiplier will be higher (and 
country A will be better off, whenever an 
increase in money income and spending is 


beneficial) when (*) the propensities to save 
and to import are low in country A; and (b) 
the propensity to save in country B is low in 
relation to its propensity to import. In other 
words, the multiplier will be high for country 
A if the fraction beneath the figure 1 in the 
formula works out to a low value. This 
fraction will produce a low figure if the items 
in its numerator are low compared to the items 
in its denominator. And this result obtains 
when the conditions listed above exist. 

We have now to make two related points 
emphatically clear. First, this inter-country 
multiplier formula, like any intra-country 
multiplier formula, may be said to be valid 
at all times in respect to money income. But it 
holds for "real'' income only to the extent 
that there was unemployment of resources in 
the two countries before the increase in A's 


spending. Second, since the formula says that 
country A is better off if it has a low propensity 
to import and the other country has a high 
propensity to import, it looks as if wc were 
letting in by the back door, under cover of the 
formula's darkness, the mercantilist doctrine 
which we booted out of the front door so un¬ 
ceremoniously in the broad daylight of Chapter 
31. The fact is, the mercantilist doctrine is 
completely erroneous only if there is full em¬ 
ployment of resources. In the absence of full 
employment, it is perfectly possible for one 
country to benefit at the expense of its neigh¬ 
bors by having a favorable balance of trade— 
provided the other countries do not retaliate by 
adopting measures which try to give them 
favorable balances and which end by impover¬ 
ishing every country (see Chapter 48). If there 
is significant unemployment of resources m 
country A, the receipt of gold and the other 
mechanisms (price increase, etc.) observed in 
Chapter 31 will not operate quickly to correct 
the unbalance and to demonstrate the follies 
of mercantilism. 

Now let us turn to country B. The formula 
for the multiplier effect on its income of the 
increased purchases of its products by country 
A (due to the increase in total spending > 


Vs firms) is relatively simple: M„ 


Sn + Tf 


n other words, B's multiplier is mere y the 
cciprocal of the sum of B's own two leakages, 
used on the propensities of B’s households to 
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save and to import from A. The lower these 
propensities are, the higher the multiplier; and 
vice versa. 

(ii) Increase (shift) in foreign spending for As 
exports. We come now to an entirely different 
case. It is different in that, although one 
country (A) benefits, the other country loses. 
That is, country A experiences a positive 
multiplier effect at the same time that B ex¬ 
periences a compensating negative one. This 
difference exists because in the world economy 
as a whole there is no increase in total spending. 
There is merely a shift of spending (to some 
extent) by B's households from the products of 
B's firms to the products of A's. Thus this case 
is in a sense not truly ' dynamic" from the 
standpoint of the world; we could discuss it 
under stationary assumption for the world as 
a whole. Nevertheless, it has dynamic implica¬ 
tions for each country considered separately. 
It is like the case with which we dealt in our 
discussion above on correcting export-import 
disequilibria under dynamic assumptions. 

Let us assume first a temporary shift in the 
preferences and purchases of B's households 
toward A’s products. When this happens A 
experiences an increase in total spending (an 
injection of money) at the same time that B as 
such experiences a decrease in total spending 
on its own products (an ejection of money). 
To A this change starts like an increase in net 
investment by its own firms. The multiplier 
effect is positive, and total income rises. There 
are the same two leakages from income within 
A, and their amounts depend on A's propensi¬ 
ties to save and to import from B. But this 
is not all that happens to A's total income: 
When total spending within B itself for its 
own products falls, so that B itself experiences 
a money ejection and a negative multiplier 
effect, B's total money income falls. This de¬ 
crease is bound to diminish its imports of A's 
products. How much of a diminution this is 
and how much A is hurt thereby depends on 
B's propensities to save and to import. But in 
this case these propensities work in reverse 
because B's multiplier effect is negative. That 
is, the loss to A will be smaller, the higher B's 
propensity to save is. This is true because the 
higher the percentage of income saved, the 
less a given reduction in income reduces con¬ 
sumption spending, and the less will be the 


diminution of imports from A. The loss to A 
will also be smaller, the lower B's propensity 
to import is. This is true because, if the 
propensity to import is, say, 10 cents on the 
dollar rather than 20 cents, then for every 
decline of one dollar in B’s income there will 
be a reduction of only 10 rather than 20 cents 
in B's imports from A. 

It will be observed that in this case the 
propensities in B that are helpful to A are 
just the opposite of the propensities in B that 
helped A in the case where the lift to A's 
income came from an autonomous increase in 
net-investment within A itself. In that case 
both countries had positive multiplier effects. 
The increase in total spending within A seeped 
over into B because there was an increase in 
total spending in the world economy as a 
whole. Country A then was helped most if 
B had a low MPS and a high marginal pro¬ 
pensity to import. But with a negative multi¬ 
plier effect in B under the circumstances of the 
present case, A is benefited most by the op¬ 
posite propensities in B. 

If the shift to A's exports by B is temporary, 
the positive multiplier effect in A and the 
negative one in B will work themselves out; 
the leakages on each side will sec to it that 
after a while A's income as well as B's will 
return to the original level. The original 
equilibrium in each country's balance of pay¬ 
ments will be restored. However, if we assume 
(as is more likely) that the shift in B's prefer¬ 
ences is not just a oncc-and-done matter but 
continues, then a new equilibrium in each 
country's balance of payments will come to 
exist. In fact, the multiplier analysis is one 
way of describing the mechanism and process 
whereby, through relative changes in the 
countries' money incomes and price levels, the 
new equilibrium mentioned in Chapter 31 is 
reached. A's total money income stays at the 
new, higher level and B's at the new, lower 
level. This is the change necessary to reduce 
B s purchases of A's goods and to increase A's 
purchases of B's goods. Thereafter, unless the 
basic circumstances are altered, the money 
volumes of exports and of imports will be 
equal for each country. 

Whether or not the shift of B to A's exports 
is temporary, there is again a multiplier 
formula for each country, based on the as- 
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sumed conditions. For country A we have 

= -— • For country B (the 

S a +T a + T b ±± 

rest of the world): M B = -!-- 

S b + T b + T a p 

The symbols have the same meaning as in our 
previous case. From these meanings we can 
visualize the conclusion previously reached 
with words: In each country under the as¬ 
sumed conditions the multiplier will be large 
if the country’s own propensities to save and 
to import are low and if the other country's 
propensity to save is high and propensity to 
import is low. In other words, these conditions 
make for a low-figure denominator, which in 
turn, when divided into the numerator one, 
gives a high multiplier. 

(5) Other Aspects of International Dynamics. 
It should be clearly understood that, just as 
with the purely domestic multiplier in any 
closed domestic economy, the figure represent¬ 
ing the foreign-trade multiplier for a given 
country is based on assumptions of certain 
propensities. These assumptions may in turn 
be founded on empirical or statistical evidence 
about the behavior of the country's economic 
units. But we must note that the evidence 
indicates that under dynamic conditions the 
propensities to save and to import change; 
there are shifts in the curves representing the 
propensities. Consequently the multiplier 
changes from time to time. 

There are other dynamic aspects of inter¬ 
national economic relations. Take first the 
matter of loans from one country's households 
to another country's firms. We have learned 
that 00 these loans take place because the 
interest rate in the capital-scarce borrowing 
country is higher than in the capital-rich 
lending country, this difference in interest 
rates being due to a higher expected discounted 
net MRP of capital-investment in the capital¬ 
scarce borrowing country; Qi) the making of 
loans is one way in which a nation having 
a favorable current balance of trade balances 
its international account, and the receipt of 
loans is one way in which a country having an 
unfavorable current balance balances its ac¬ 
count; and (0 world economic progress is pro¬ 


moted through international lending by capi¬ 
tal-rich countries to capital-scarce countries. 

Now this last sort of lending is mainly 
long-term. But under dynamic conditions at 
particular times any country, even an ordi¬ 
narily capital-rich country may for some 
reason have an unfavorable current balance 
and need a short-term loan to help extricate 
itself from its temporary difficulties. Or the 
difficulties may be more than temporary; there 
may be a persistent tendency toward dis¬ 
equilibrium in the current account. Under the 
latter circumstances and in the assumed 
absence of governmental action, the country's 
firms may have difficulty in obtaining loans 
from foreign banks or households. Then the 
firms may be forced to ship gold. But under 
unfavorable price expectations in both coun¬ 
tries the gold movement may not restore 
balance and further shipments may be neces¬ 
sary, thus draining gold from the country to 
the point where its currency and banking 
system have inadequate support. Then the 
government may be forced to interfere by 
’’devaluing” the monetary unit. It reduces 
the gold content of the unit, thus making the 
remaining gold go farther; the country gets 
more money from its gold. Then its currency 
is depreciated in terms of other countries 
currencies; one unit of it now buys fewer units 
of the other currencies. Conversely, the other 
currencies have appreciated and now buy 
more units of the devalued currency. In short, 
new exchange rates are established between it 
and the other currencies. And the other cur¬ 
rencies can now buy more of the first country s 
products. In this way the first country tries 
to obtain a favorable trade balance and stem 
the outflow of gold. , 

If this move is unsuccessful, the country s 
government may well decide to "go off gold. 

It may decide to make its currency inconvert¬ 
ible. Then the rate at which its currency ex¬ 
changes for others may be left to fluctuate 
without reference to gold or gold movements. 
Which brings us to our second point. Suppose 
that two countries have inconvertible cur¬ 
rencies, so that our unbalance of trade between 
them is normally settled not by gold move¬ 
ments but by changes in the exchange rate 
between their currencies, as explained in our 
-stationary" analysis. There is a great ad- 
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vantage to this sort of arrangement. When 
trade balances change, there is no gold out-or- 
in-movemenc and no deflation or inflation of 
the price levels, with consequent probable 
worsening because of elastic price expectations. 
But this utility of flexible exchange rates also 
has a disutility or cost under dynamic condi¬ 
tions: When exchange rates fluctuate rapidly 
and widely, importers and exporters and 
dealers in foreign exchange may not know 
"where they’re at.” Uncertainty and insta¬ 
bility is introduced into economic relations 
between the countries. Moreover, speculation 
(both professional and "amateur”) is intro¬ 
duced into these relations. Importers and ex¬ 
porters and professional dealers in foreign 
exchange "bet” on what the exchange rate 
will be in the future, just as the speculators in 
our single closed Atomisia of earlier chapters 
gambled on the future value of the domestic 
currency. Under these conditions speculation 
may perform a very useful function; the oper¬ 
ations of the speculators may, by correct 
anticipation of future changes in the "real” 
circumstances of inter-country trade, cause 
the currency exchange rates to move gradually 
and harmoniously with the changes in the 
"real” conditions. But, like intra-economy 
speculation (recall pages 507-509), speculation 
in foreign exchange may turn into a game in 
which each speculator tries to guess the guesses 
of other speculators rather than the changes in 
"real" conditions. Then the exchange rate 
may depart far from a rate representing the 
’real" basic circumstances of trade between 
the two countries. The proper movement of 
products and loans between the countries 
may be seriously hindered, and business fluctua¬ 
tions may thereby be initiated or worsened. 

3. General Summary and Conclusions 

From the preceding discussion of special 
aspects of the dynamic multi-national econ¬ 
omy, certain points stand out. First, the 
conditions that are truly "dynamic” in terms 
of the whole world economy are those which 
result in fluctuations in total spending in this 
whole economy. These conditions may be 
fortuitous events, such as a crop failure or 
a bumper crop in one or more countries. The 
student can supply other examples (such as an 
upward shift of the propensity-to-consume 


curve in a particular country because of a 
great invention) of conditions that may 
change total world spending. These are the 
conditions which usually mean world-wide 
waves of prosperity or depression. Second, the 
conditions that are not dynamic in the world 
sense are those involving some sort of economic 
shift from one country to another and conse¬ 
quently no over-all change in total spending 
for the world. Examples are to be found in 
shifts of household preferences from one 
country’s products to another’s. Third, never¬ 
theless, because each country is such a large 
and independent economic-political unit, there 
may well be dynamic effects within any such 
country. But these effects do not spread from 
one country to another, producing world- 
waves of prosperity or depression, unless they 
result in a net world change in total spending 
and income. 

Finally, if we undertook the task of making 
a welfare appraisal of a dynamic world of 
Atomisias—in terms of resource allocation and 
utilization—our conclusions for this all-em¬ 
bracing economy would differ in no essential 
from those reached when we studied the single 
closed dynamic Atomisia. In a purely competi¬ 
tive world economy under stationary assump¬ 
tions The Hand operates to achieve an opti¬ 
mum allocation of world resources and a 
maximization of want-satisfaction. Under pro¬ 
gressive assumptions The Hand adds to this 
achievement a smooth and steady economic 
progress. But under "dynamic” conditions 
there may be neither an optimum allocation of 
resources nor a continuous full utilization of 
them. The international account of one or 
more countries may get out of balance through 
chance or planned events, and these events 
may lead to international upswings or down¬ 
swings. Moreover, under dynamic conditions 
a disequilibrium in international accounts 
may not be restored automatically. If the 
countries involved are on the gold standard, a 
shipment of gold may not cure the disequi¬ 
librium. Under unfavorable price expectations 
a country losing gold may experience under¬ 
utilization of resources, and the country 
receiving it may be hurt by inflation. A loan 
from one country to another may then be 
necessary to keep the gold-exporting country 
from losing all its gold. Such a loan would be 
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less for productive purposes than for inter¬ 
national stability or balance as such. In the 
absence of government interference a loan of 
this sort might or might not be forthcoming 
from private households. If the countries 
involved are not on the gold standard, so that 
the exchange rates fluctuate in lieu of gold 
shipment, other unfavorable results may 
obtain. The fluctuation of exchange rates adds 
another unfavorable dynamic element: It 
considerably increases international uncer¬ 
tainty and instability. It promotes speculation, 
professional and otherwise, on what the 
exchange rate will be in the future; and such 
speculation, like domestic speculation on 
the value of the domestic currency, may 
worsen the disequilibrium. 

To whatever extent domestic monopoly and 
international oligopoly exist in the dynamic 
world economy, the misallocation of world 
resources is very probably intensified. At 
the same time, however, an element of stabil¬ 


ity (at least price stability) may be provided. 

In all our discussion of the multi-national 
economy thus far, we have assumed laissez- 
faire governments. So far as the dynamic real 
world is concerned, where the spirit of na¬ 
tionalism is still far from weak, this assump¬ 
tion is highly untenable. National govern¬ 
ments, being what they are, do interfere in 
international trade. They do not stand idly by 
in respect to the international accounts of the 
countries they respectively govern. They inter¬ 
fere in two main ways: (*) directly, by trying 
through various measures to promote a favor¬ 
able trade balance and to avoid an unfavor¬ 
able one; and (£) indirectly, by taking other 
measures, intended either for general domestic 
welfare or for the welfare of special groups. 
Therefore in Part Three of this book, where we 
consider the real world, we shall have to 
examine the relation of government to world 
trade. International political economy is as 
important to us as international economics. 
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Part Three 


Introduction: Review and Prospect 


We are on the point of graduation from our 
classroom and laboratory work in political 
economy. We have studied the process of 
economizing in five hypothetical national 
and three hypothetical multi-national eco¬ 
nomic societies, each of which was selected 
because it exemplified in an abstract and 
relatively pure form certain economic and 
political characteristics. Before we begin our 
interneships in a real-world economic-political 
hospital—the place where we will be certain 
to observe and work with all sorts of actual 
economic-political dislocations, goiters, and 
ruptures—let us pause to look backward. Let 
us make sure that we have possession of certain 
basic principles which can assist us in our 
diagnoses and prescriptions. 

1. The Economic-Political Fundamentals 

First, let us consider once more the funda¬ 
mentals of political economy which were ex¬ 
plained in Part One and which have underlain 
all our descriptions and analyses of the model 
economies. These fundamentals are outlined 
in graphic form in Chart 117. We see that in 
the beginning were man and the rest of nature. 
Man came in part from his "original" nature 
and in part from the environmental influence of 

the rest of nature." Man had wants. Then 
man developed from the "natural" resources of 

the rest of nature" three things to help his 
own labor to satisfy his wants. These three 
things were capital or savings, including im¬ 
proved natural resources; techniques of utiliz¬ 
ing the labor with the capital; and various 
forms and implements of social organization 
and control. 

The chart is useful for the purpose of show¬ 
ing the developmental aspects of the general 
process of want-satisfaction. It fails, however, 
to show the circular-flow or repetitive aspects 
of the process. For example, it does not show 
that, after the beginning, the four means of 
satisfying wants are employed not only for 
want-satisfaction directly but also to produce 
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further capital, technology, social organiza¬ 
tion, and even labor. 

Now we have established the fact that the 
economic-political process and the necessity 
for making economic-political decisions arise 
from the scarcity of resources in relation to 
wants. The means of satisfying wants are not 
up to providing unlimited satisfaction of them. 
Hence there is imposed on human beings the 
problem of choice. Their wants in effect 
compete for employment of the scarce means; 
and this will be found to be true in all real- 
life economies, just as it was true in all our 
hypothetical economies. 

We may follow Professor Sorokin, the cul¬ 
tural anthropologist, in his classification of 
human societies with respect to the relation 
between wants and means or resources broadly 
defined. Societies belong mainly in one or the 
other of two classes: (*) ideational ; or (£) 
stnsate. A society is mainly ideational when its 
wants for material goods are relatively weak 
compared to its wants for non-material things 
such as religious experience; such a society is 
ascetic, spiritual, other-worldly, or perhaps 
has chosen the simple life because of a strong 
preference for leisure. Examples of mainly 
ideational societies are the Buddhist, the 
mediaeval Christian, and the Stoic. On 
the other hand, a society is mainly stnsate 
when its wants for the material things of life 
are relatively very strong; such a society is 
chiefly materialistic, "worldly," and "pleas¬ 
ure-loving." Examples are the Romans, the 
Americans, and most present-day societies. 
The relation between wants and means in 
either kind of society may be expressed as 

a simple ratio: where SW represents the 

sum of wants and SM the sum of the means for 
satisfying the wants. In an ideational economy 
the numerator is small; in a sensate economy 
b\\ is large. But in an ideational economy SM 
may well be small also, just as in a sensate 
economy SM is likely to be large. Thus the 
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CHART The Basic Diagram oj Political Economy 



ratio of wants to means or available resources 
and technology may be no different (i.e., no 
smaller or larger) in an ideational than in 
a sensate society. We sec also that wants and 
means are not independent but are inter¬ 
dependent. The wants of human beings 
arc in part conditioned by the nature and 
amount of available resources and by the state 
of technology. In other words, to a consider¬ 
able extent we want what we see and know is 
available. Conversely, the wants of human 
beings condition the search for resources and 
for technical means of utilizing available re¬ 
sources. A people having a materialistic slant 
(e.g., Russia) are ••hell-bent’ on increasing 
the quantity and quality of resources and the 
level of technology. 

2. The Economic-Political Problems and De¬ 
cisions 

Second, let us consider the nature of the 
economic-political process itself. What are the 
basic economic-political problems and what is 
the essential method of solving the problems. 


)n the purely economic side, as the left 
portion of Chart 118 shows, the problem is to 
llocate the available economic resources, 
ising available techniques, so that the total 
vant-satisfaction is maximized. The scarcity 
>f resources in relation to the various compet- 
ng wants imposes the problem of choice in 
his allocation. Then want-satisfaction is 
naximized, under ideal circumstances, when 
he allocation is made in such a way that the 
mtlay of one unit of resources produces, at t e 
nargin, the same utility in all wanted goods. 
Vhen this equalization is achieved, not only 
s total utility at a maximum; there is also an 
deal composition of total utility. 

This fundamental principle is applicable to 
whatever amount of economic resources a t 
icing utilized. But we saw that in b, 8' 
ilex, exchange econom.es the * v * ,Ub ‘*.*. 
tomic resources are no. always M/ ^ 

5o there is the further problem ^ achieving 

lull utilization ol these resources. This pro 
aas broad social and political .mplicatmns^i 
is not merely economic. It too may 
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ceived in cerms of alternatives. Consider the 
rightward portion of Chart 118. The citizens 
of an economy may be considered to have 
a certain limited amount of social resources. 
The citizens would like to have secure positions 
in a stable economic system of full employ¬ 
ment. They would also like to have a large 
measure of economic and political liberty. 
But when they consider these two desirable 
things thoughtfully in the midst of a dynamic 
economic-political environment, they come to 
realize that to a great extent these things are 
alternatives. In terms of the costs of obtaining 
these things, the want for security and sta¬ 
bility competes with the want for freedom. 
The citizens can no more have as much of 
both of these social goods as they want than 
they can have as much of all economic goods 
as they want. Then, realizing the impossibility 
of having their cake and eating it too, the 
citizens try to allocate their limited social 
resources between security and freedom in 
such a way that the marginal utility from 
each is equal to that of the other and to the 
marginal opportunity costs of obtaining the 
goods. (Just as with economic goods the 
marginal opportunity cost of obtaining one 
more unit of either of the social goods— 
security and freedom—is the amount of the 
other good that is given up or sacrificed.) 
At this equalization the total amount of 
economic-political want-satisfaction is maxi¬ 
mized. The citizens of one economy may have 
■’indifference maps’’ and "outlay curves for 
these social goods which result in an equilib¬ 
rium in which relatively more freedom than 
security is chosen. The citizens of some other 
economy may have preferences and social re¬ 
sources that result in a decision heavily 
weighted toward security. In still another 

political economy approximately equal amounts 

of the two goods may be selected. 

Two main criticisms may be directed at the 
above analysis. It may be said that security 
and freedom are not really social alternatives. 
We shall be better able to answer this criticism 
after we have finished our study of real-world 
economies. The second criticism is that it is 
wrong to speak of security and freedom in the 
above terms because a false impression of 
precision is given: It is impossible to measure 
such intangible, subjective goods; they have 
no dollar value, moreover, and are not ex¬ 


changeable for money in markets. Now it is 
perfectly true that these goods do not exist in 
precise measurable units. But this is also true 
of certain economic goods like a surgeon’s 
skill or a tenor's vocalizing. With respect to 
the money value and marketability of security 
or freedom, the specific methods of obtaining 
either good can be expressed in money terras 
and are marketable. Government expenditure, 
a police force, and many other measures have 
a money cost and are arranged in markets. So 
far as the measurement of the utilities from 
security and freedom is concerned, these goods 
stand on the same footing as any two economic 
goods. Utility of any sort, as we know, is not 
measurable. Households almost never make 
decisions in the precise way described in these 
pages. But they act as if they do. And, in the 
last analysis, they behave as if they make 
precise decisions between security and freedom. 
They doubtless think of these goods much less 
frequently and clearly than they do about, say 
shoes or automobiles. Their wishes and prefer¬ 
ences between them may ordinarily be very 
hazy and indefinite. But a substantial loss of 
habitual freedom or security will always make 
households intensely aware of these goods. 
In the end, the citizens make conscious choices 
between them. 

The over-all choice of the amounts of 
security and freedom to be found in an economy 
has very important political-economic mean¬ 
ing. It determines the general method of 
economizing, i.e., the relation of government 
to economic life. The attainment of security 
involves much government control over the 
economic process. Economic-political freedom, 
on the other hand, involves by definition a 
relatively hands-off policy of government. 
Freedom of course involves more than lack of 
coercion by government; it means also freedom 
from coercion and exploitation by other house¬ 
holds and firms. Altogether, then, the issue o 
freedom versus security has a great deal to do 
with economic progress, cyclical fluctuations, 
and the degree to which economic resources 
are utilized. We know this from our study of 
the hypothetical economies. The dynamic 

economies in which .here 
going freedom from governmental and private 
coercion—Atomisia and Monocompia «- 
pec,ally the former-were the cconom.es wi.h 

the least security. The severe cyclical (luctua 
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cions in these economies impeded economic 
progress and caused periodic widespread un¬ 
employment of labor and capital. The econo¬ 
mies of freedom from governmental coercion 
but of considerable economic coercion of house¬ 
holds by firms or by other households— 
Oligopia and Monopia—were the societies of 
possible relative cyclical price stability but of 
possible cyclical or chronic underemployment 
of resources. The economy of thoroughgoing 
dictatorship—Dictatia—was one of very great 
economic security and very little freedom. 
Here we found full utilization of resources; no 
cyclical oscillations; and rapid, steady eco¬ 
nomic progress. Only in one economy— 
Rulenia—did we find relatively large amounts 
of freedom and security. But Rulenia was 
mainly authoritarian, in spite of household 
freedom of choice and household sovereignty. 
Firms (plants) were severely restricted in 
their freedom to make economic, profit-maxi¬ 
mizing decisions. Even here, then, security 
was bought at the cost of a certain amount of 
economic freedom. There was also, until the 
last stage, a deprivation of political freedom, 
as known in the private-enterprise economies; 
citizens were not, until the end, free to vote 
another political party into power. 

3. The Distribution of Total Want-Satisfaction 
There is more to political economy than 
resource-allocation and degree of resource- 
utilization. There is always the question of 
how the claims on want-satisfaction are to be 
distributed among the households.This matter, 
as we have seen, also has a lot to do with the 
total of want-satisfaction in any economy. 
We have learned a number of very important 
things about this third main problem. 

First, when we say that the resources of an 
economy are so allocated that want-satisfac¬ 
tion can be maximized, we mean this: The 
wants that are expressed find maximum satis¬ 
faction. This is not at all the same thing as 
saying that the households' wants as needs 
or as mere desires are maximized. Why? Be¬ 
cause the way in which wants are expressed is 
through (*) the spending of money income 
(the voting of dollars) in the product markets; 
and (A) the casting of political votes in the 
polling places. Now the spending of money 
income by any household depends on its share 
of the economy's total money income. And 
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the expression of political preferences depends 
on the distribution of political power. As 
pointed out previously, if we assume a rela¬ 
tively equal distribution of the capacity to en¬ 
joy want-satisfaction and if the welfare of the 
greatest number of households is to be realized, 
there must be no great inequalities in the dis¬ 
tribution of income or of political power. 
Total want-satisfaction in such an economy is 
almost certain to exceed that in an otherwise 
identical economy of great income inequality 
and political inequality (but see below). 

Second, the goal of all economizing is the 
production and distribution of want-satisfac¬ 
tion in accordance with a generally accepted 
or enforced principle of distribution. The 
question. Whose wants shall be satisfied how 
much? is all-embracing. In our studies of the 
hypothetical economies we found the citizens 
through their governments directly or in¬ 
directly deciding this problem. (*/) In respect 
to the distribution of money claims on want- 
satisfaction, laws on the ownership and on the 
inheritance of ownership or productive re¬ 
sources were the significant determinants. In 
general, in our model economies we con¬ 
sidered cases in which a laissez-faire policy of 
government toward private enterprise made 
for an unequal distribution of economic want- 
satisfaction, while authoritarianism (govern¬ 
ment ownership of all productive resources 
except labor) produced a relatively equal 
distribution. (There is, however, no historical 
or logical reason for believing that this 
result must obtain under dictatorship.) We 
found also that the degree of inequality was 
much greater in the laissez-faire economics 
(Oligopia and Monopia) in which there was 
an advanced technology of production coupled 
with a practice of the principle of market 
advantage based on restriction of output and 
bargaining power. (*) In the distribution of 
political power we assumed equality for the 
private-enterprise economies and, until the 
end, great inequality for Dictatia-Rulenia. 
We assumed, however, that the inequality of 
political power in this authoritarian economy 
resulted in a more equal distribution of want- 
satisfaction than in the other economies. The 
Boss used his power in a benevolent manner. 
But it is obvious that such a result need not 
follow. In the real world it is entirely possible 
chat the persons who possess qc control the 
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most political votes will use this power to 
increase their own want-satisfaction or that of 
their group or class at the expense of the want- 
satisfaction of other persons or groups. 

Third, it appears that the principle of money- 
income distribution adopted by the govern¬ 
ment must in the long run be believed in and 
supported by a large majority of the house¬ 
holds and firms (plants) in the economy. It 
must be a principle that will, in other words, 
advance rather than impede the production of 
total want-satisfaction. Any effort to cut up 
the economic pie in a certain way will fail 
unless it has general support; the size of the 
whole pie will be much smaller otherwise, as 
in unionized, strife-ridden Dictatia before the 
revolution. Moreover, if some principle other 
than private, selfish, market advantage (based 
cither on productivity or restriction) is em¬ 
ployed, the chances of its being widely sup¬ 


ported are slim unless the economy is authori¬ 
tarian and can whip up a cohesive in-group 
feeling among households and firms. The 
frontier household was mildly authoritarian 
and had the advantage of blood-relationship 
among its members in a somewhat hostile 
environment. Here equal distribution was 
possible. Dictatia had equal distribution; this 
was possible because of the stern dictatorship 
and the flood of government propaganda. 
Rulenia had a relatively equal distribution; 
here again authoritarianism of a sort was 
needed, including government propaganda. 


Forms of Economic-Political Organization 

Among the seven hypothetical single 
momies that we surveyed, four were pure 
form: the isolated frontier househo d, the 
nple barter economy, Atomis.a, and early 
ctatia. By "pure” we mean that any one of 
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these economies was all one thing or the other 
in respect to degree of competition in buying 
and selling products and factor services and in 
respect to amount of government control over 
economizing. Charts 119 and 120 give graphic 
representation of these economies. In Chart 119 
we sec that as far as control by government is 
concerned, early Dictatia was the same as 
the isolated frontier household. There was 
a single center of control—Papa and The Boss. 
True, early Dictatia included millions of 
households and many thousands of govern¬ 
ment plants (these are represented by the 
circles inside the large circle), whereas the 
frontier household was composed of only 
eight human beings, represented by the dots 
inside the circle. But the economizing was the 
same in nature and control. 

The simple barter economy was composed of 
two frontier households. Since the whole of 
Dictatia was the same as one frontier house¬ 
hold in its political economy, we see at once 
that we may compare this barter economy to 
two separate, sovereign government econo¬ 
mies, neither controlling the other (except by 
military conquest). Here we learned some 
political-economic principles that helped us 
later to understand the relations between two 
big authoritarian economies. Through these 
principles we were able also to understand the 
relations between houschold-union-monopo- 
lists and firm-monopsonists in laissez-faire 
Monopia. 

We do not call Monocompia, Oligopia, and 
Monopia economically "pure'* because in each 
of them, even in latter-day Monopia, the same 
degree of competition or monopoly did not 
exist on both sides of the markets in which 
products and factor services were bought and 
sold. In Monocompia, Oligopia, and early 
Monopia the households were atomistic, pure 
competitors in all product and factor-service 
markets, while the firms were in some degree 
monopolistic and monopsonistic. In latter-day 
Monopia the households were still atomistic in 
buying products and in selling the services of 
savings. 

Chart 119 also illustrates the differences be¬ 
tween the Atomisian and Monopian economies. 
Atomisia was an agglomeration of small firms 
and households under a laissez-faire govern¬ 
ment. Each small circle represents a household 


or a firm. These atoms have "no visible means 
of support." But they are held together all the 
same by The Hand; and, as we know. The 
Hand is invisible. In unionized Monopia there 
is also no visible over-all instrument of control; 
The Hand is supposed to keep the system in 
moving equilibrium in this economy also. 
But there is much more difficulty here because 
of the big, private monopolistic and monop¬ 
sonistic units of control, each of which in¬ 
cludes many individual economic units— 
households or firms. Each large circle in the 
Monopian diagram represents either a union- 
monopolist of households or a monopolistic- 
inonopsonistic firm that has swallowed up 
a number of previously atomistic firms. In 
effect, each monopolist or monopsonist is 
a little sovereign existing under government 
sufferance, the government, by the Monopian 
nature of things, has delegated power to (but 
has not imposed responsibility on) these con¬ 
stellations. 

It will be observed that many of these power- 
circles in the chart overlap. This is because a 
given economic unit, say a household, belongs 
both to a union-monopolist and to a lirm- 

Tbe Measuring Scale jor Po¬ 
litical Economies 
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monopsonist-monopolist. For example, the 
Firedamp family belongs to the Merged 
Miners of Monopia, a very potent labor union, 
and also works for the Moulton Steel Corpora¬ 
tion, a big, powerful firm which integrates all 
the stages of iron and steel making, from the 
mining of coal, iron ore, and limestone to the 
manufacture and sale of an enormous number of 
finished iron and steel products. 

Now look at Chart 120, which is a three- 
dimensional diagram. On one axis is represented 
"number of units" of competition, on another 
"number of units" of monopoly, and on a 
third "number of units" of government con¬ 
trol. Among the large economies, only two— 
Atomisia and early Dictatia—are "pure." That 
is to say, only these two are to be found on the 
plane, and at the end, of a given axis. Atomisia 
is down at the end of the competition axis; it 
is the ultimate in competition; it is purely and 
perfectly competitive. There is no shade of 
monopoly or of government dictation here 
(except of course government enforcement of 
free contracts). Early Dictatia is government 
monopoly, pure and simple. Therefore it is 
shown at a vertical height of extreme govern¬ 
ment control and far from zero on the mo¬ 
nopoly axis. 

The other four big economics—Monocompia, 
Oligopia, unionized Monopia and Rulenia—are 
not "pure.” To some extent each is a "mixed” 
economy. That is, each combines two of the 
three elements represented on the three axes. 
Monocompia is partly monopolistic and partly 
competitive, mostly the latter; but there is a 
laissez-faire government. So we place it on the 
horizontal plane of zero government inter¬ 
ference, fairly close to the competitive axis 


but a fair distance toward the monopoly axis. 
On the other hand, Oligopia is much closer to 
the monopoly axis; but it too is flat on the 
no-government interference plane. And this is 
even truer of unionized Monopia. Rulenia is 
wholly on the pure-corapetition side; it has no 
monopoly. But as we know, there is a good 
deal of government control—not nearly so 
much as in Dictatia, but a considerable 
amount nevertheless. So we show it some dis¬ 
tance directly above Atomisia. 

Now the main point of this chart and of our 
discussion of it is that it will serve us well as 
a guide in our study of real-world economies. 
The economies that have existed in the past 
and that exist today are not "pure" in any 
sense. They are all "mixed.” And they arc not 
mixed in two dimensions, like Monocompia, 
Oligopia, Monopia, and Rulenia. They are 
mixed in all three dimensions. They are not 
on the "floor" or on one of the "walls" of 
Chart 120. They arc, so to speak, suspended in 
mid-air, somewhere out from all three axes. 
Each real economy, past and present, contains 
some degree of competition, some degree of 
monopoly, and some significant degree of 
government control. In a given economy one 
or two of these elements will be found to pre¬ 
dominate; but all three will be present to a 
considerable extent. 

With these fundamentalsof politicaleconomy 
already and firmly in mind, let us proceed 
first to make a rapid survey of some important 
economic societies of the past and then to a 
more detailed examination of three outstanding 
present-day economies, the United States of 
America, the Union of Soviet Socialist Re¬ 
publics, and Great Britain. 
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Historical Survey of 
Economic-Political Systems 


In Chapters 33 and 34 eight different systems 
of economic and political organization will be 
briefly surveyed: (*) two types of societies— 
the hunting or clan society and the hoe or 
village society—which existed for the most 
part before the time of written historical 
records; (A) the temple-town or city-state 
society of ancient historical times; (c) two 
kinds of societies—agricultural or manorial 
feudalism and urban feudalism—which existed 
in the middle ages; and (</) three kinds of 
society—democratic capitalism, state social¬ 
ism, and fascist capitalism—which have 
existed in the industrialized world of modern 
times. In reviewing the characteristics of these 
societies, we follow a fairly uniform scheme 
of discussion : (1) We begin with a brief state¬ 
ment about the nature and extent of the 
natural resources which the people in any 
society had to work with in their efforts to 
satisfy their wants. (2) We proceed then to 
survey the ways in which the people tried to 
utilize the natural resources; this survey 
involves a discussion of (<») the capital resources 
(tools, machines); (A) the techniques or 
engineering methods of using the households’ 
labor in combination with the natural and 
capital resources; and (c) the techniques of 
cooperation and control (the ideas and the 
institutions of social-economic organization). 


It will be observed that the above-outlined 
discussion of each kind of economic-political 
society follows about the same plan as our 
discussion of The Setting for Economizing in 
each of the hypothetical economics heretofore 
studied. It should also be remembered that we 
shall give but little attention in these three 
chapters to the actual process of economizing 
in these historical real-world economies. This 
is because we already understand that, no 
matter what the setting, the economic process 
is always essentially the same—the allocation 
of scarce economic-political resources among 
alternative, competing desires. 

The student should very clearly comprehend 
that our study of past economies is not just an 
excursion into economic history for its own 
sake. Economic history is properly important 
to many students for its own sake. But not to 
us here. If we did not believe strongly that a 
review of the past would give us perspective 
and would help us a great deal in understanding 
the material presented earlier and later in this 
book, we would proceed at once to a study and 
analysis of democratic capitalism in the United 
States, authoritarian socialism in Russia, and 
democratic socialism in Great Britain. 

In our review we consider mainly the 
several societies' resources and their ways of 
utilizing them for want-satisfaction. 
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Economic Societies of Ancient and 
Mediaeval Times 


A. Pre-Historic Economic Societies 

We begin our survey with so-calleJ pre¬ 
history because it is for these times that we 
have the first evidence of man's economizing 
and during this period the important rudiments 
of man’s modern economic powers, achieve- 
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A. Pre-Hmoric Economic Socicoc* 

1. Hunting societies of Paleolithic time* 
a. Natural resources 

b Organization for natural rc'ource utilization 

(1) Production technology 

(a) The implements 

(b) Methods of using the implements 

(2) Social-economic organization and con¬ 
trol 

(a) Devices f«»r controlling environ¬ 
ment and group 

(b) Paleolithic social organization 
2 Village societies of Neolithic times 

a. Natural resources 

b. Natural resource utilization 
(1; Production techniques 

(2) Social-economic organization and con¬ 
trol 

D Temple-Town Societies of Ancient Historic Times 

1. Natural resources 

2. Natural resource utilization 

a Techniques of production 
b Social-economic organization and 
control 

C Mediaeval Economic Society 

1 Nature and origins of feudalism 

2 Natural resources and their utilization 

a On the manor agricultural feudalism 

(1) Production techniques 

(2; Social-economic organization and con¬ 
trol 

b In mediaeval towns: urban leudalistn 
Cl) Production techniques 

(2) SociaU-conoimc organization and con¬ 
trol 

c 5ummar> and conclusions on the general 
goals and methods of economizing in the 
societies surveyed in this chapter 

(I; General goals . . 

< % 2) The general methods of economizing 


mencs, and problems were developed. There 
are said to be, as the student undoubtedly 
remembers from other courses, two main 
periods of prehistory: (1) the Paleolithic or 
Old Stone Age which began roughly 400,000 
years ago and which saw Neanderthal man 
(and later, Cro-Magnon man) as the domi¬ 
nant species; and (2) after an intervening 
Mesolithic or Azilian period, the Neolithic 
Age, which began roughly 20,000 years ago 
and saw the emergence of modern man. 

1. Hunting Societies of Paleolithic Times 
a. Natural Re sources 

During the Paleolithic Age man’s wants and 
drives were untutored and elemental. During 
this very long period one of the most impor¬ 
tant things about the natural resources or the 
natural environment was the four major 
advances and recessions of the glaciers or ice¬ 
caps from the north. The economic significance 
of the glacial periods, which because of the 
great length of the periods influenced man s 
activities only very gradually and slowly, lies 
in the economic hardships to which man was 
subjected. The slowly advancing ice-seas made 
winters increasingly long and summers increas¬ 
ingly short. Food became much scarcer and 
harder to get. Shelter and clothing became 
more intensely wanted as they coo became more 
difficult to obtain. On the other hand, the 
hardships—i.e., the difficulties caused by the 
disappearance of resources with which to 
satisfy existing wants—undoubtedly led man 
to look for better methods of economizing the 
resources left to him. In other words, hardship 
probably sharpened man’s wits and was a 
factor leading to the development of improved 
tools, better techniques of production, an 
more effective social organization. 

But it cannot be said, conversely, that the 
inter-glacial periods or the post-g\aci ^\^period 
were, because the conditions of life then became 
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easier, times of technological stagnation. The 
incentives to economizing may have been fewer 
and somewhat weaker, but clearly they must 
still have been numerous and strong. Further¬ 
more the opportunities for successful alloca¬ 
tion of available resources were greater during 
the "friendlier” non-glacial periods. In each 
period, also, man was able to add something 
to the techniques of economizing; in other 
words technological accumulation made pos¬ 
sible the satisfaction of more wants with a 
given amount of resources. 

In the variety, quantity, and quality of the 
basic natural resources, there was, except in 
the matter of soil, little difference between 
those available to Paleolithic man and modern 
man in the nineteenth century. The big dif¬ 
ference between Paleolithic society and modern 
society lies in the techniques available for 
utilizing the resources. Tribes of American 
Indians, for example, roamed for centuries 
over the coal and iron resources of Pennsylvania 
as they hunted and trapped animals to satisfy 
their relatively "uneducated'’ wants. It was 
not until the advent of the white Europeans, 
whose culture had advanced much farther than 
that of the Indians, that the coal and iron were 
utilized. 

b. Organisation for Natural Resource Utilisation 

Paleolithic man, then, had relatively simple 
wants and relatively few resources with which 
to satisfy them. Judged by our standards, his 
existence was extremely precariousand insecure. 
How did he organize his activities for survival? 
There is of course no precise and uniform 
answer to this broad question; our knowledge 
about prehistoric man is very incomplete, and 
there must have been much variety in the 
things considered below. Nevertheless some 
statements may be made. 

(1) Production Technology. By "production 
techniques" we mean here, as always, the 
knowledge of how to make and use the tools, 
implements, and machines that man uses with 
his own labor on natural resources to make 
goods for the satisfaction of wants. The 
methods of using tools include not only modes 
of physical manipulation but also any pattern 
of ideas* connected with using the tools and 

1 E g., the present day coal-miner's superstition that 
women should not enter coal mines, or the present-day 


any organization of human activities directly 
connected therewith. 

(a) The Implements. "Artifact" is a word 
used by anthropologists to designate the 
objects that throw light on the activities of 
men who lived in past societies. Examples are 
implements of bone and of stone and pottery 
fragments found at ancient camp sites or rock 
shelters. Anthropologists have discovered many 
such remains in Paleolithic surroundings, and 
these artifacts indicate that early Paleolithic 
man first used nature-shaped Hint implements 
and weapons called eoliths and then gradually 
learned to chip Hints into desired shapes him¬ 
self. After a while the next step came; using 
the chippcd-oir Hint flakes for implements, as 
well as or instead of the central piece or core 
from which the Hakes were obtained. Over the 
many tens of thousands of Paleolithic years 
many improvements were developed in making 
and using stone implements. There were plan¬ 
ing tools, borers, choppers, drills, knives and 
lances, scrapers, and engravers with various 
shapes and kinds of edges. Toward the latter 
part of the vast period, the making of bone 
implements became highly developed; anvils, 
knives, chisels, awls, pins, needles, and barbed 
points were the important ones. The bow and 
arrow were invented in the last period of the 
age. Fire and its use were apparently known 
throughout. 

(b) Methods of Using the Implements. As far 
as man himself and his own inborn capacities 
arc concerned, the Paleolithic Age found him 
—at least by the time Cro-Magnon man had 
appeared—much as he is now. In fact modern 
man appears to have no native physical or 
mental capacity that late Paleolithic man did 
not have. The latter had a voice and, probably, 
some sort of spoken language. He walked erect, 
and he could manipulate tools as we can because 
his thumb, like ours but unlike that of the 
apes, could be turned opposite his fingers for 
the skillful grasping of various objects. 

At first Paleolithic man used his tools purely 
by hand. That is why the early Hint tool is 
known as a coup de poing (fist stroke). As time 
went on, he learned to attach handles and 
thongs or ropes to his cools and weapons. He 

railroad-brakeman's notion that he should get on to an 
ifr/ronc'" 8 Sh ‘* lins c0 8' ne b y bopping on directly from 
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became adept in using axes, bows and arrows, 
harpoons, slings, and traps. 

His society is known as a hunting society 
because he satisfied his wants for food and 
clothing mostly by killing animals. It is true 
that at all times, from the beginning, he 
utilized such wild foods (berries, nuts, roots, 
and so on) as he could find, and he sometimes 
feasted on non-human carrion. But in the main 
he employed his scanty resources of stone, bone, 
and wood to kill animals (such as deer, bear, 
bison, horses, and fish) by hunting and trap¬ 
ping. 

Although these primitive men lived mostly 
in the open, the rigors of climate sometimes 
forced them into shallow caves and overhang¬ 
ing rock shelters. Here their knowledge of fire 
helped them to preserve meats by the smoking 
process. 

There was probably, as there is today in all 
primitive societies, a simple division of labor 
or specialization of economic function based 
on sex. The men were organized into the hunt¬ 
ing pack. (It is interesting to note that these 
packs were not war packs; it was not until 
the Neolithic period, when the institution of 
private property began, that men became war¬ 
riors.) The women "kept house” and did the 
primitive “domestic work” of cooking and 
making crude skins. 

(2) Social-Economic Organisation and Control. 
As already stated, life for Paleolithic man was 
undoubtedly precarious and insecure. He was 
almost constantly exposed to danger from wild 
animals and from the rigors of climate. Many 
things happened to him which he could not 
understand. Survival seemed to depend upon 
the propitiation of hostile forces and on secur¬ 
ing rigid conformity to socially desirable 
behavior from all members of the group so that 
no one’s action could bring disaster to all. 

(a) Devices for Controlling Environment and 
Group. Primitive peoples generally believe in 
the existence of “good" and 'evil” spirits. 
They develop supernatural explanations for 
the behavior of climate, animals, plants, and 
human beings. (Modern man has science for 
this purpose, although plenty of superstition 
and magic appears to remain.) Then they 
develop methods which they believe or hope 
will control the “spirits” which they think 
control behavior. Among primitives we cal 


these methods and rituals magic. (Among less 
primitive peoples they become religion, and 
among "rational” men the method of control 
becomes applied science or technology.) 
Among primitive groups, the person or class 
which knows and operates the magic comes to 
possess considerable prestige and power and 
often becomes the ruling or governing class 
that makes important economic and other 
decisions. This class almost always takes 
control also over what the young are taught. 
By so doing the governing class usually 
succeeds in building up power and respect for 
its authority and in keeping itself in control. 
But it should be borne in mind that the ruling 
class can not usually keep itself indefinitely in 
power merely by exercising its prerogatives 
including education of the young. In the long 
run (which may be very long in a technologi¬ 
cally stable society) it would seem that this 
class must “deliver ”; its magic must be potent 
and its potency must be recognized. In other 
words, it appears, this class in the end must be 
able to prove that it can provide security 
against hostile forces and that it can bring 
success to economic and other enterprises. If it 
fails pretty consistently in these vital matters, 
the “people" will probably lose faith in 
the power and ability of the class and will 
look for other medicine men; there will 
usually be a revolution. 

Conditions among present-day primitive 
societies and some of the artifacts left by 
Paleolithic man (such as the paintings he put 
on the walls of his magic-ritual rooms in the 
inner recesses of his caves) indicate that the 
above mentioned matters were part of his 
social experience. Paleolithic man had his 
mythologies for explaining the forces of nature, 
and he had his customs and his magic or 
religion for influencing his environment and 
for securing conformity to group standards 
of behavior. He had his sbamen (medicine-men 
or magicians) who came to be the first class in 
human society to exercise economic and social 
control and power. 

(b) Paleolithic Social Organisation. Among tne 

Paleolithic hunting peoples the sharacn, as 
just indicated, became a sort of governing class. 

The fundamental form of social organization, 
however, was first the clan and later the tribe. 
The clan form of organization was based on 


ECONOMIC SOCIETIES 


711 


OF ANCIENT AND MEDIAEVAL TIMES 


belief in totemism. A totem was an animal from 
which all members of a clan were supposed to 
descend. All clansmen were blood relatives and 
descent was either through the mother or 
through the father. Marriage within a given 
clan among males and females was forbidden. 
If descent was matrilineal, a woman of a given 
clan stayed with her clan and her husband 
came from some other clan; such a husband s 
kinship remained with his own clan and was 
not transferred to his wife's clan, and their 
children belonged with the wife's clan. If 
descent was patrilineal, the reverse arrange¬ 
ment held. Under an organization based on 
totemism, then, the clan rather than the 
husband-wife family was the social-economic 
unit, i.e., the unit that made the decisions on 
economizing. 

A tribe was a group of intermarrying 
clans. Marriage outside the tribe was for¬ 
bidden. Therefore the tribe became a self- 
sufficient social-economic organization,a closed 
economy. 

(3) Conclusion. During this period man 
made appreciable economic progress; there 
was some technological advance and some 
capital accumulation. But by modern stand¬ 
ards the rate of change was extremely low. 

2. Village Societies of Neolithic Times 
a. Natural Resources 

Between the Paleolithic and Neolithic Ages 
proper was a period of transition known as 
the Mesolithic period. This period is note¬ 
worthy because of the great changes in climate 
and topography that happened during its span 
—changes which practically wiped out Paleo¬ 
lithic men and animals in Europe and caused 
migrations of men and beasts from Asia, where 
life had apparently been relatively easy, during 
the later post-glacial Paleolithic period, because 
of the presence and influence of a vast inland 
sea in what are now the deserts of Central Asia. 
The Mesolithic changes in climate consisted 
of a rise in temperatures and a drop in humid¬ 
ity, which dried up many lakes and streams, 
greatly reduced the amount and variety of 
vegetation and animal life, and caused men to 
live along the remaining bodies of water. The 
topographical changes, in addition to those 
caused by climate alteration, were mainly the 


emergence of the almost continuous chain of 
mountains across Europe and Asia which now 
divides chose continents into southern penin¬ 
sulas and northern plains. 

During Neolithic times, the climatic condi¬ 
tions came to be reversed with respect to 
humidity. Temperatures remained relatively 
warm for the most part, but an increase of 
moisture led to the formation of more bodies 
of water and to the existence of more abundant 
vegetation and animal life. In fact the thick 
forests north of the mountain chain were 
largely unfriendly to agricultural Neolithic 
man, who until almost the end of the age 
developed no effective tools for felling and 
clearing trees. 

b. Natural Resource Utilisation 

(1) Production Techniques. For the utilization 
of natural resources by means of tools and 
weapons Neolithic man built on the contri¬ 
butions of Paleolithic man. He improved the 
ways of making and using axes, hammers, 
scrapers, grinders, knives, picks, awls, needles, 
pins, arrowheads, and spearheads. New tools 
were developed such as digging-sticks, hoes, 
spaces, ploughs, sickles, threshing slabs, spin¬ 
ning devices, looms, and potters' implements. 
Stone, bone, wood, ivory, animal hides, clay, 
and plant fibers were the chief materials. With 
his variety of improved implements Neolithic 
man was able to dress meat in better fashion, 
carry on agricultural operations, do crude 
carpentering, and conduct crude mining for 
flint. 

Neolithic man made at least five great tech¬ 
nological and economic strides. He improved 
his implements; he domesticated animals; he 
domesticated plants; he learned how to make 
pottery out of clay and other materials; and 
he learned how to make textiles out of various 
fibers. 

The first of these achievements has already 
been discussed. The precise origin of the second 
contribution—domestication of animals—is 
not known, but anthropologists today think it 
unlikely that domestication began with the 
taming of animals by man. This belief is based 
on the fact that modern man, although suc¬ 
cessful in taming wild animals, is not able to 
domesticate them. More plausible is the theory 
that certain animals (such as the horse, donkey. 


712 


HISTORICAL SURVEY 


dog, cat, cow, pig, goat, and sheep) were 
driven into biological dependence on anJ at¬ 
tachment to man at certain watering places 
during the warm, dry "hard times" of the 
Mesolithic anJ early Neolithic periods. An¬ 
other possibility is that, instead of the ani¬ 
mals more or less attaching themselves to man, 
man attached himself to herds of certain 
animals, migrating with them, guiding them, 
and finally conditioning them out of their 
wild state into his control. 

In any event, the domestication of animals 
led to important changes in man’s modes of 
economizing. It increased his security by pro¬ 
viding a steadier supply of food and clothing. 
It also enlarged the amount of want-satisfac¬ 
tion available indirectly through man’s ability 
to replace or supplement his own labor ener¬ 
gies with the power of horses and cattle. And 
it led in the end to claims of ownership in 
these animal sources of security and want- 
satisfaction. 

The first stage of animal domestication 
involved Neolithic man in a nomadic, pas¬ 
toral sort of existence. Man was still pretty 
much of a wanJerer, possibly a marauder 
(when it came to other men's animals). The 
need for protection against the theft of one’s 
own animal property and the need for becom¬ 
ing expert in the theft of someone else's animal 
property led to the development of fighting 
techniques largely unknown in Paleolithic 
times. The origins of a warrior class were 
visible in a division of labor which made pro¬ 
tection and fighting the function of those adept 
at it. 

Man himself did not really become "domes¬ 
ticated” until the "hoc culture' or agricultural 
society of Neolithic times came into being. 
Under agricultural conditions, he did not of 
course give up the tending and use of animals. 
But plant culture came to occupy relatively 
more of his time and his relation to animals 
changed from one of nomadic herding to one 
of relatively non-mobile husbandry. As with 
animal domestication, the beginning of plant 
domestication is shrouded in prehistoric 
obscurity. Possibly the latter began in Asia. 
At any rate, by the end of the age man had 
mastered the growing, cultivation, harvesting 
and preparation of wheat, oats, barley, rye. 


millet, and certain fruits and nuts; and he had 
settled down to village life. He was beginning 
to stay put. 

Neolithic man’s villages were located in 
many parts of Europe, away from the deep 
forests. Because the non-nomadic villagers 
needed a relatively permanent, abundant supply 
of fresh water for themselves and their animals 
and because they needed easily tilled rich soil 
free of trees, they settled along lakes or river 
bottoms, inland or near the sea. Here they 
built pit-houses (partly below ground level), 
post houses (from logs driven into the ground, 
with intervening spaces latticed and mud- 
plastered), or lake dwellings (constructed on 
the lakes themselves, on piles driven into the 
lake-bottoms, for better protection against 
pillagers). 

It was under the more or less stable condi¬ 
tions of village living that the Neolithic 
achievements in house-building and house¬ 
furnishing, textile-making, and pottery manu¬ 
facture were for the most part made. Here too 
there began a real economic division of labor- 
one based on occupation as well as on sex. 
Greater provision for the future was made than 
ever before; it became possible to save and 
store certain amounts of the products created. 
All these developments provided a hitherto 
unknown amount and variety of want-satisfac¬ 
tion and provided also an unprecedented degree 
of economic security. 

(2) Social-Economic Organisation and Control. 
It would be a great mistake, of course, to 
think of Neolithic man as lolling in the lap of 
easy abundance; he was only relatively well 
off, i.c., better off than his Paleolithic pred¬ 
ecessors. His control over his environment 
was still extremely limited. He had escaped 
from mastodons, but he was still the victim o* 
microbes. He still felt helpless before the evil 
spirits of storm and flood and drought and 
disease, and he still felt the need of gemng 
the good spirits on his side. As a matter of fact, 
he had a new enemy; other men from the out¬ 
side. He was beginning to experience the 
headaches of property ownership, even though 
most of the property was owned in common 

with his fellow villagers. In short although 

agricultural processes and village life made 
for a pattern of economic and social activity 
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which was very different from the Paleolithic 
pattern, there was still a great neeJ for my¬ 
thology and magic or religion, still a great 
demand for conformity to a standard of be¬ 
havior which the society believed necessary 
for survival. 

The agencies of control were the customs 
and beliefs of the villagers, enforced and 
obeyed by each, more or less unconsciously, 
and the morals of uniform behavior which 
received conscious recognition from all indi¬ 
viduals and which were enforced by the two 
classes which held power and exercised control 
in those days—the magicians and the warriors, 
"the priests and the soldiers." 

During most of Neolithic time the tribe was 
the basic over-all group. Toward the end of the 
age there were sometimes mergers of tribes. 
With the exception of certain personal belong¬ 
ings, the property and possessions and stores of 
goods were held in common. Although division 
of labor was becoming more pronounced, 
economic enterprise remained essentially col¬ 
lective. 

(3) Conclusion. During the shorter Neolithic 
period the rate of economic progress advanced 
somewhat beyond that which seems to have 
existed during the Paleolithic. There were 
some noteworthy improvements in technology 
and a somewhat larger accumulation of 
capital. But in modern terms the pace of 
progress was still snail-like. 

B. Temple-Town Societies of Ancient 
Historic Times 

Temple-town culture is a name sometimes 
given to the social, political, and economic 
organization and functioning of the societies 
which, as a result of climatic change to greater 
dryness and as a result of population pressure 
from normal increase and from migrations at 
the end of the Neolithic Age, began to appear 
almost ten thousand years ago in the fertile 
river valleys of Mesopotamia and Egypt. The 
term is not confined, however, to the cultures 
of Babylonia, Assyria, and Egypt; because of 
essential similarities, it also covers the great 
civilizations of Greece, Rome, and Palestine. 
The student may well be astonished that, in 
view of the space given in this chapter to pre¬ 
historic culture, we are not giving separate and 


extended treatment to each of these much more- 
advanced and complex societies. The reason 
simply is that these societies were basically 
similar and that we arc here concerned only 
with the fundamentals of any culture pattern. 

1. Natural Resources 

Fertile soil was the chief natural resource of 
ancient-historical man, and agriculture was 
his most important industry. But his main 
technological advance above Neolithic culture 
lay in his ability finally to utilize mineral 
resources such as copper, iron, tin, lead, and 
zinc. In fact, the earlier centuries of temple- 
town civilization arc often called the Bronze 
Age and the later centuries the Iron Age. Wood 
was relatively very scarce, clay and stone- 
plentiful; houses accordingly were made out 
of the latter two materials. Wood, however, 
was used for boats. Population was concen¬ 
trated on the flood plains of rivers and at or 
near the ocean or the Mediterranean Sea. 

2. Natural Resource Utilization 
a. Techniques of Production 

Paleolithic and Neolithic man furnished by 
bequest the basis for ancient-historical man's 
technical achievements. Yet the latter's own 
contributions to modern technology were great. 
One of his most tremendous inventions was 
the wheel. Its assistance to mobility through 
transportation and to manufacture through 
power transmission is incalculable. Another 
epochal invention was the mining, smelting, 
and alloying of metals for the making of 
improved implements and structures. Improve¬ 
ment in building, however, did not in those 
days arise from metallurgy so much as from 
the advances in stone quarrying and dressing, 
in brick making, and in using these materials. 
Temple-town man, located on or near the sea, 
also made great strides in boat-making and in 
the techniques of navigation, these techniques 
being based on his achievements in astronomy 
and mathematics. The mention of mathe¬ 
matics reminds us that writing developed early 
in the temple-town period. Man now had a 
means of communicating with his fellows that 
was precise and enduring. The achievements 
of one generation could much more easily and 
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effectively be passed on to succeeding genera¬ 
tions. 

These developments inevitably increased the 
extent of occupational and geographicalspecial- 
ization or division of labor. There was a certain 
amount of geographical specialization because 
certain raw materials, such as the minerals, 
were not located close to the towns and because 
it was easier to transport to the towns the 
metal products made at or near the mines than 
to transport the bulky, heavy raw materials 
to the towns. There was a good deal of occupa¬ 
tional division of labor—e g. f wheelwrights 
and brick makers—because of the increased 
variety of tools, the increased variety of 
finished products, and the increased amount of 
output made possible by such specialization. 

Specialization necessitates the exchange of 
the products made by the specialized workers 
and areas. Exchange of products means trade, 
and trade means markets. Products seem 
originally to have been transferred by a 
process of barter, but it soon was found more 
convenient to use some one commodity as a 
standard of value and a medium of exchange. 
In time metallic discs or coins came to be 
employed. Thus money as we know it was 
invented, and the value of many goods and 
services came to be expressed in terms of it. In 
short, during the temple-town period a crude 
price system grew up. 

b. Social-Economic Organisation and Control 

The improved production techniques enabled 
temple-town men to utilize and allocate natural 
resources in superior ways and to employ more 
natural resources than ever before. As a result, 
there was more output, more satisfaction of 
more wants, and greater economic security for 
many people than during the preceding ages. 
In fact, for almost the first time in man’s 
existence there were produced regularly each 
year more goods than were necessary for bare 
subsistence, for keeping the quantities of pro¬ 
ductive facilities or capital (e g., seed corn and 
breeding cattle) intact, and for making small 
annual additions to capital. Neolithic man had 
occasional s 'pluses, but in temple-town soci¬ 
ety rhis "economic surplus” above subsistence 
needs and modest accumulation of capital was 
a common economic accomplishment. 

Yet these effects were not unalloyed eco¬ 


nomic and social gains, viewed by general-wel¬ 
fare standards. The reason for this lies in the 
use to which the economic surplus 2 was put. 
The surplus was not distributed equally among 
the members of the community. Generally the 
surplus seems to have been appropriated mainly 
by certain classes which had achieved political- 
economic power and control. Such appropria¬ 
tion served to increase the extent of such power 
and control, and the power seems to have been 
used in our welfare terras, to "exploit" or 
coerce other groups in the society. 

Our use of the term "appropriation" above 
does not mean necessarily to imply theft or 
coercive acquisition outside the existing laws, 
beliefs, and morals. The taking of the lion’s 
share by priests and warriors had general social 
approbation. There was a rough sort of social- 
productivity or value-contribution principle 
involved. The priests and the warriors, through 
their protective and security-bearing activities, 
were possibly believed to deserve their shares. 
They made the largest contributions to the 
public good; they should receive the biggest 
share of the "national" income. 

The appropriation of surplus took place with 
the assistance of the newly developed institu¬ 
tion of private property. Neolithic man, and 
even Paleolithic man, had a certain amount of 
property in tools, fields, herds, and other goods, 
but this wealth was owned collectively rather 
than privately. Neolithic groups were too 
poor to permit any one to hold privately any¬ 
thing that was necessary to the existence of 
any one else. To have permitted private owner¬ 
ship of property would have meant jeopardiz¬ 
ing the welfare and the very existence of the 
tribe; the power to hold is the power to with¬ 
hold. But if more goods exist than the amount 
necessary to assure, year after year, the physical 
existence of everyone in the group plus economic 
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‘on or group alter all the people in a society had had a 
listencc ration doled out to them hy ‘Je person or 
up The term is used solely to indicate thatthc to* 
jcs of resource utilisation arcdeveloped t<> *«<^ £ 
i more income is pr«»duced than is necessary "X 

•, hare subsistence It is true, of course. «hatthe ^ 


ECONOMIC SOCIETIES OF ANCIENT AND MEDIAEVAL TIMES 


715 


and technological progress , there exists then some 
economic basis for social acquiescence in 
the private ownership of the surplus. 

As already stated, two classes managed to 
obtain social approval for their ownership of 
the surplus. These were the same two classes— 
the priests and the warriors—that had attained 
social distinction and control in Neolithic 
society. Now economic distinction was added 
unto them. The Neolithic priests and soldiers 
received little more than subsistence for their 
services; temple-town priests and soldiers 
claimed and received substantial economic 
surplus for similar contributions to group 
welfare. With part of their surplus the priests 
had great temples and holies-of-holies built in 
the centers of the towns. They were for a 
while the top dogs in the social structure, 
claiming supernatural powers and alliance with 
(or even descent from) the spirits or deities of 
the times. 

With part of their surplus, the warrior class 
built great walls and fortifications around the 
towns to help protect them against invaders 
who sometimes came down on the town "like 
wolves on the fold." The warriors at first did 
not claim supernatural powers or ancestry; that 
came later. But they soon managed to receive 
equal recognition with the priests, for they 
protected not only the town but also the richly 
laden tcmplehomcs of priesthood, and every¬ 
one recognized that natural force was just as 
important as supernatural power. 

The making of raids on other towns became 
increasingly institutionalized and mechanized. 
Defeat bred plans for revenge. So war was born. 
With it came several significant developments: 
A dual code of morality came into being. In¬ 
groups became very much more conscious of 
distinctions from and antipathies toward out¬ 
groups. It was all right to deceive, plunder, 
and kill members of outside groups; within 
one's own group these acts were decidedly 
immoral. Even the spirits and deities were 
often divided into those friendly to the in¬ 
group and those friendly to out-groups. (All 
the nicest spirits were of course friendly.) 

War also led to the institution of slavery. 
The Neolithic nomads, when in a marauding 
mood, were merely raiders and pillagers; they 
used hit-and-run methods. In the absence of any 
large or certain economic surplus, there was not 


much use in staying on in a raided Neolithic 
village; the "conquered" villagers, moreover, 
could not have done much more than support 
themselves, even if they had been dragged to 
the home village and made to work for their 
conquerors. Therefore, it seemed better just to 
steal their tools and cattle. But the warriors 
of the temple-towns, living in an economy 
where tools and resources provided a surplus 
over subsistence and having secured recogni¬ 
tion as a ruling class, found that it paid to 
annex a conquered out-group's town and its 
population as well as its tools and capital. 
Sometimes they let a conquered town exist 
pretty much as before and were content with 
levying tribute from its production; thus did 
the Romans with the Jews. At other times they 
razed a town and brought its population (or 
at least most of its productive workers) back 
home to work for them as slaves; thus did the 
Egyptians with the Israelites. Since with exist¬ 
ing tools and resources the slaves could pro¬ 
duce more than they could cat, their labor 
became a source of still greater surplus. Thus 
the warrior-rulers had a pretty good thing; 
in effect, they taxed the native people for 
defense and then they used the property thus 
acquired together with captured slaves to 
produce still more property (including enor¬ 
mous tombs like the Pyramids and great am¬ 
phitheaters like the Coliseum). 

In temple-town society we find the first real 
class stratification. At the top (sometimes one 
higher than the other, but both secure) were the 
ruler-warriors and the high priests who, mak¬ 
ing the major economic decisions anJ thereby 
controlling economic activity, skimmed 
off the economic cream. At the bottom were, 
of course, the slaves, who had the security 
of enough skimmed milk to exist and to work 
and to produce slave children. In between 
were three classes: the ordinary free citizens, 
just above the slaves, who, although having a 
certain amount of freedom, possessed little 
security and had little more "skimmed milk" 
than was necessary for subsistence; the rela¬ 
tively small middle class of merchants, highly 
skilled artisans, small landowners, and petty 
political officers; and an upper class of larger, 
patrician landowners, estate-managers, and 
higher government officials. 

The rise of economic activities in the field of 
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exchange and trade, based on the division of 
labor, led to the development of rules govern¬ 
ing the conduct of such activities. Such rules— 
growing partly out of custom, based on need, 
sanctioned perforce by the lower classes, and 
enforced often to their own advantage by the 
ruling classes—became laws and found their 
fullest flowering in the Roman Empire. In fact, 
most of the 'material ' traits in temple-town 
culture came to their greatest development 
under the Romans. 

C. Mediaeval Economic Society 
1. Nature and Origins of Feudalism 

It is to social rather than to climatic change 
that we must ascribe the development of the 
next important system of economic-political 
organization—that of feudalism. Feudalism is 
the name given to the culture of western 
Europe, particularly England and northwestern 
Europe, that arose about the sixth century 
after Christ and lasted until about the sixteenth 
century. 

There is no space here to consider all the 
variations on the complex theme of feudalism, 
any more than there was space in the last 
section to discuss the variations on the com¬ 
plex theme of temple-town culture. It will be 
enough for our purpose to note the significant 
features of feudalism in England, particularly 
after the Norman conquest of 1066 a.d. Wc 
shall survey briefly two main aspects of 
mediaeval society: life on the manor, which 
was agricultural feudalism; and life in cities, 
which was urban feudalism. 

The social changes which gave rise to feudal¬ 
ism were perhaps chiefly three: the decline 
and fall of the Roman Empire; the nature of 
Teutonic culture; and the influence of the 
Christian Church. The various reasons for the 
shattering of •'the glory that was Rome" are 
too well remembered to need enumeration 
here. It is enough to recall that the ruling 
classes of the empire, grown soft and corrupt 
from the security of their economic surplus and 
p-.brical power, were unable to resist the at¬ 
tacks of hungry barbarian hordes from without 
an ; of hungry exploited hordes from within. 
T..e empire disintegrated, from Britain to Italy 
and the east, as bands of pillaging marauders 
roved from place to place, destroying security 


for those who had had it and threatening all 
with the loss of even subsistence. Finally, 
in order to exist, people banded together 
for self-protection under leaders and a sem¬ 
blance of order was restored. Each group 
had to be almost self-sufficient economically, 
because trade and communication had become 
thoroughly disorganized. -Existence was at a 
low level because the surpluses had been 
destroyed and because the production tech¬ 
niques and organization had been completely 
disrupted. 

In the midst of all this disorganization many 
turned to the Christian (Roman Catholic) 
Church for security; and the Church, as it 
grew correspondingly in influence and power, 
was able to fill the households' needs. More 
and more the Church became a force for 
unification and stability. Thus once more man 
sought aid from his priests, and in mediaeval 
society as in ages past the priest class came to 
stand at the apex, along with the warrior class 
whose members became known as "knights.” 

In England the economic and political 
character of feudalism was molded by a com¬ 
bination of Roman ideas about property and 
class and Teutonic ideas about economic col¬ 
lectivism and required military service. The 
native Britons, who were easily conquered by 
the Angles and Saxons after the withdrawal 
of the Roman soldiers, had the Roman ideas, 
and the conquerors brought in the Teutonic 
ideas. Of the two patterns of thought, the 
Teutonic was the stronger. 

That is to say, it was the stronger until the 
days of William the Conqueror. Before 1066, 
feudalism in England was relatively simple, 
and there was little coordination among the 
various feudal units. After 1066, the Norman 
kind of feudalism, more closely related to the 
Roman ideas, became dominant. It was 
characterized by more centralized authority oi 
rulers, separation of state and church, greater 
class stratification, and wider property in¬ 
ferences. It is in this later stage of feudalism 
that we are interested here. 

Before going on to discuss the two branches 
of feudalism mentioned above-the manor and 
the town—it is necessary to sketch a brief but 
more complete over-all picture of the general 
structure of the system. In essence feudalism 
was a fairly complicated system of social- 
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economic classes which operated through the 
institutions of land tenure and vassalage. The 
classes, which became self-pcrpctuating through 
the primogenitural practice of passing social- 
economic status or rank and property from 
eldest son to eldest son in successive genera¬ 
tions, were the nobility and the clergy, on 
approximately equal planes; the ordinary, non¬ 
noble freemen; and the serfs, of several varie¬ 
ties. 

During the earlier centuries of feudalism the 
Church claimed highest authority and power, 
both temporal and spiritual, on the rationaliza¬ 
tion that man could use God-given resources 
wisely only if his soul were saved and that 
because the Church was the only institution 
commissioned by God to save souls, the Church 
knew best how to use resources wisely and 
therefore should have the power to pass upon 
the competence of all temporal rulers. William 
the Conqueror, disliking such a position of 
subordinacy, denied that the Church was the 
God-commissioned political-economic ruler 
and.declaringhimsclf the owner of all England, 
moved to subordinate the Church to the Crown. 
(It took centuries, however, until the Church 
accepted separation and subordination.) 

Ac the top of the class of nobility was the 
king. Below him were the higher nobles, who 
were of his Council, acted as judges in the 
royal (civil) courts, and helped administer the 
kingdom. Below them were the lesser lords 
who ran the manors. The clergy was composed 
of archbishops, bishops, priests, teachers, col¬ 
lectors, and so forth. The ordinary freemen 
were mostly craftsmen or tradesmen in the 
towns, but a goodly number lived on manors 
as tenants, stewards, or bailiffs. (In addition 
there were many non-manorial landholder free¬ 
men; perhaps only three-fifths of England's 
lands were in manors.) The serfs were the most 
numerous class and lived on the manors in 
ways to be described below. 

Land tenure and vassalage were coordinate 
institutions based on certain reciprocal rights 
and duties. The king parceled out the land 
which he did not want for his own personal 
use to the higher nobles as fiefs. He also 
provided protection, justice, and security. In 
return each lord had to swear homage and 
fealty, provide military forces and equipment 
when asked, perform certain services, and 


make certain set payments to the king. The 
lords in turn doled out manors and protection 
to the lesser nobles and were given similar 
tokens and payments of vassalage. And so on 
down to the ordinary freemen and serfs. 

The king had dominion also over the towns. 
It became customary for the king to grant 
charters of freedom to rich towns, under which 
they were relieved of feudal duties upon yearly 
payment of a substantial amount of their 
income. 

2. Natural Resources and Their Utilization 

In this discussion as well as in subsequent 
ones in this chapter there is no need for further 
separate treatment of natural resources. It is 
enough to remember that, except for depletion 
of natural soil fertility and of minerals, the 
natural resources were the same in feudal 
England and elsewhere as they were in the 
temple-town age or as they are today. Our 
interest is in the nature of the tools and in the 
techniques of using them with labor on the 
natural resources. 

a. On the Manor: Africa I rural Feudalism 

(1) Production Techniques. The implements of 
feudal man on the manor were much the same 
as those of temple-town man—simple, hand 
tools of metal, stone, and wood for the most 
part. The agricultural implements showed little 
change. The colder climate made for a kind of 
dwelling construction somewhat different from 
the types found in the Mediterranean temple- 
town areas. The common man lived in a rela¬ 
tively warm, simple, windowless, thatched 
hut, made of wood. The lord of the manor 
lived in a big, elaborate, drafty stone manor- 
house or castle which required no little skill 
to build. 

In manufacturing there was one noteworthy 
technical advance, the big stone-grinding grist 
mill powered by stream water. In the home¬ 
craft tools—e.g., those used in making textiles 

there were only a few minor improvements. 
Practically all the finer manufactured products 
needing skilled labor were made in the towns 
and were obtained on the manor by trading 
agricultural products for them. Crude metal 
was also obtained through trade and was 
usually worked into agricultural or other crude 
tools by the manorial blacksmith. 
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Although many of the products used by the 
lord of the manor were imported and although 
certain other, commonly used items (like salt 
for preserving meats and tar for protection of 
cattle against disease) ordinarily had to be 
brought in from the outside, the typical manor 
was largely a self-sufficient economic unit. 
There was some slight division of labor by 
handicrafts, but the chief occupation was the 
raising of agricultural products. During the 
later centuries of feudalism, for reasons to be 
explained, many manors came to raise more 
produce than the lord or the tenants needed, 
and this excess was used in exchange for the 
products sold in towns and fairs. Money, 
although employed very little during the 
earlier centuries, served extensively in the 
later trade. 

The lay-out of land and the method of using 
the land were important aspects of production 
technology and organization. The manor was 
essentially a village composed of the lord's 
manor-house or castle, his agents' relatively 
adequate houses, the thatched huts of the 
tenants, a church, a grist-mill and a repair 
shop, all surrounded by different kinds of land 
variously held and worked. On the basis of 
mode of use, manorial land might be classified 
as arable land, for crop raising; pasture , for 
sheep and cattle grazing; meadowland, for hay 
and fodder; woodland or forest, for fuel, forag¬ 
ing, and hunting; and waste-land, which might 
be partly good land not presently needed and 
partly poor land with scarcely any use. On the 
basis of ownership and right of use, manorial 
land was classifiable as demesne land, usually 
about one half of the best arable land, which 
belonged to the lord (the lord also had superior 
rights in the forest, pasture, or in any other 
common land); the f)ebe, usually a plot sur¬ 
rounding the Church and parish house; the 
tenant holdings, which included all non-demesne 
and non-glebe land (arable, pasture, or wood¬ 
land) used individually or collectively by the 
tenants. 

The technique of using arable land may be 
called the three-field, strip system. There were 
usually three fields, each of which and each 
part of which were ’■open,” i.c., not enclosed 
by fence or hedge. (Certain choice plots of land 
such as the "closes” surrounding the manor 
house and the Church were fenced io-) One 


field was planted to one crop, such as wheat or 
rye, and the second field was planted to some 
other crop, such as oats or barley. A third 
field in any season was left to lie idle or fallow. 
The next season the previously fallow field 
would be seeded with wheat or rye, the pre¬ 
vious number-one field would be used to raise 
oats or barley and the previous number-two 
field would lie fallow. And so on. 

Each big open field was divided into 
"strips,” varying in size from a quarter-acre 
to an acre and separated from each other by 
balk paths. Except for the demesne strips, each 
strip was held by a tenant, and each tenant 
held several strips. At first the holding of the 
various strips was rotated among the tenants, 
but later the tenants held the same strips year 
after year. However, no tenant was allowed to 
work all good strips; each tenant had always 
some good and some poor plots in the fields. 

In the absence of proper knowledge about 
crop rotation and soil fertilizing, the three- 
field, strip system was a good way of prevent¬ 
ing soil exhaustion and of increasing the yield 
per acre used. It also provided rough justice in 
land holding. But it did mean that one third 
of the arable land was out of production every 
year. Furthermore, the division of the fields 
into strips meant the waste of land even in the 
two active fields: The paths between the strips 
were waste space, and the corners in each strip 
were wasted as they would not have been it 
plowing could have been carried straight across 
the edges of the big field to its own corners. 

( 2 ) Social-Economic Organisation and Control. 
lust as in the feudal system as a whole, the 
manorial organization was in part one o 
class stratification, and the strata were bound 
one to the other by reciprocal rights and 
duties. The head man was the lord. He had 
the power and the control. Protection an 
security were the main things which he owed 
^ those beneath him. these he 
through his men-at-arms or armed retainers 
and through the manorial court where 
meted out justice. Relatively high in the 
manorial scale, but by no means co-equal wi h 
the lord, was the priest, who was obligated » 
provide spiritual security. There was an a 
minis.ra.ive staff made up of a steward (bnt 
only in case the lord did not live on £ 

a bailiff, the chief administrative officer, who 
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kept accounts and supervised the operation 
of the rights-dutics arrangements; and a reeve, 
who represented the serfs and had original 
jurisdiction over disputes among them. Then 
came the freemen. Some of them were special¬ 
ists, such as the miller, the blacksmith, the 
shepherd, and the swineherd. Most of them 
were tenants holding a little land around their 
huts and perhaps thirty acres of strips in the 
open arable fields. In return for their land, they 
owed the lord homage, fealty, regular annual 
'Tent” payments in goods or money, and 
certain other taxes or contributions under 
stated conditions. 

After pure slavery disappeared in the 
eleventh century, the lowest class on the 
manor was that which has thus far in this 
writing received the general designation of 
"serfs,” or non-free persons. There were ac¬ 
tually two grades of these, the villeins and the 
cotters. The villeins were semi-free. Not body- 
slaves, they yet were tied to the land and not 
permitted to leave the manor. They held from 
about eight to thirty acres of separate arable 
strips and lived in village huts. They also had 
the right to put their animals in the common 
pasture; to get hay from the meadow and 
wood from the forest; and to receive food from 
the lord when working for him. The obliga¬ 
tions of the villeins were fixed by manorial 
custom. They appear onerous, for they in¬ 
cluded week-work (a certain number of days' 
work per week for the lord on any jobs as¬ 
signed by the bailiff); boon-work (service on 
the lord's demesne lands during planting and 
harvest seasons); payments in kind to the lord; 
and special work and payments. 

The villeins were not absolutely tied to the 
land. Those who wished to attain freedom at 
the expense of losing some degree of security 
and who worked and braved enough had 
several socially sanctioned ways of gaining 
liberty: commutation of services, whereby 
money payments to the lord might be substi¬ 
tuted for labor and goods; escaping to a free 
town and residing there for a year and a day; 
outright purchase of freedom from the lord; 
and joining the clergy. Of these, commutation 
of services was the most important. It had 
two main effects: (*) the economic effect of 
stimulating trade between manors and towns; 
and (£) the social effect of contributing to the 


breakdown of feudalism (sec below). Commu¬ 
tation stimulated trade (1) by increasing the 
uses and the need for money (through the 
money commutation payments), which is a 
facilitator of exchange or trade; and (2) by 
increasing the amount of agricultural produc¬ 
tion (through the greater producing efforts 
of the serfs who strove for commutation and 
through the superior productivity of free 
workers whom the lords were able to hire for 
money wages) to such an extent that an excess 
available for trade arose. 

The cotters were sub-villeins who either 
had lost their holdings or had been born into 
an over-crowded manor. Some of them had an 
acre or two of arable land, but others had to 
eke out a miserable existence by working for 
their more fortunate fellows. 

In manorial life the major means of social 
control were the force of custom, which gave 
sanction to the system of rights and duties 
just outlined; the power of the lords and the 
prestige of their courts of justice; and the in¬ 
fluence of the religion of the Church. 

In summary, it may be said that agricultural 
feudalism in England provided for the masses 
economic subsistence and a large degree of 
security under a system characterized by crude 
production methods, semi-collectivistic co¬ 
operation, economic self-sufficiency, relatively 
rigid rules of conduct, class status, provin¬ 
cialism, and conservative resistance to change. 
For the nobility and the clergy it was more than 
a way of life; it was the means of controlling 
society and gathering in the economic surplus. 

Feudalism on the manor was without doubt 
a relatively static institutional pattern. It 
would be a mistake, however, to think that 
there were no dynamic elements making for 
change. Everything human, everything living 
changes to some extent. So on the manor, in 
spite of the conservatism of custom and law 
and the Church's religion, there was the 
tendency toward change, and, as with most 
important, fundamental changes, this tendency 
came from within the system itself. The lord's 
desire for more income and power and the 
serf s desire for freedom operated to increase 
the extent of commutation of services. Once 
enough money was in circulation and once a 
non-manorial market for agricultural products 
developed, the serfs could, by working harder, 
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obtain the cash needed for commutation. The 
lords found, moreover, that they could profit by 
hiring free labor instead of using serfs. So the 
supply of free labor increased and manorial 
feudalism began to disintegrate. 

A purely fortuitous event which accelerated 
the change was the great pestilence, the 
"Black Death,” which swept England about 
the middle of the fourteenth century. From a 
third to a half of the population perished. The 
prices of free labor rose as a result of the left- 
shifted supply curve in relation to the right- 
shifted demand curve. Wage rates increased 
even in spite of laws (chiefly the Statute of 
Laborers) which the ruling classes passed in 
order to force the wage rates back to their 
former levels. It might well be thought that 
this wage-rate increase should have operated 
to deter the lords from employing free workers 
and thereby should have had the effect of 
neutralizing the forces mentioned in the pre¬ 
ceding paragraph. But the lords needed men; 
this was shown in the rightward shift in 
their demand. And the effect on the serfs’ 
attitude—i.e., on their desire for freedom— 
was even more potent; they strove harder than 
ever to attain their liberties. The net effect 
of the Black Death therefore was an accelera¬ 
tion of the change and disintegration from the 
old stability. 

b. In Mediaeval Towns: Urban feudalism 

The mediaeval towns were centers of popu¬ 
lation considerably larger than the usual 
manorial villages. They assumed large eco¬ 
nomic and political importance during the 
latter half of the Middle Ages. Some of them 
developed from the larger manorial villages 
as a result of population influx during times 
of war and siege; shops and hostclries sprang 
up to serve the people, and the population and 
trading facilities lingered on. Villages near 
religious shrines also experienced growth of 
population, with similar effects on trade. 
Ocher towns owed their origins to commerce 
and travel rather than to defense or religion. 
Villages located at cross-roads, river mouths, 
river fords, or harbors were natural stopping¬ 
's for travelers and natural places for 
crau<_ develop in the services and com¬ 
modities needed by travelers. _ . 

A most significant feature which distin¬ 


guished towns from villages was the town 
charters. These certificates of special rights 
and duties were issued by the king, by mem¬ 
bers of the higher nobility, or by the Church. 
The charters' provisions, which helped sub¬ 
stantially to make living and working in 
towns a desirable thing for mediaeval people, 
included special mercantile privileges of mo¬ 
nopoly to the guilds; personal freedom to 
inhabitants; economic freedom to choose and 
change one’s occupation and, under certain 
conditions, to own real property privately; 
local autonomy of (political) government, 
administration of justice, and taxation; and 
abolition of customary feudal dues and obliga¬ 
tions in return for an annual lump-sum pay¬ 
ment of money to the grantor of the charter. 

(1) Production Techniques. It was mainly in 
the mediaeval towns that the tools and imple¬ 
ments of temple-town and early feudal man 
were improved upon. The advance did not 
consist of outstanding innovations but rather 
of refinements and betterments of existing 
tools and of methods of using them in the 
manufacture of such products as textiles and 
clothes, armor and war implements, leather 
products, furniture, glass products, orna¬ 
ments, books and paper, and houses. 

In the making of these products there was 
much occupational and, to a lesser extent, 
geographical division of labor. Both sorts of 
specialization laid the basis for the trade on 
which the towns thrived. This trade, which 
after the barter period was facilitated by the 
use of metallic money, involved exchange of 
products among the townspeople, exchange 
of part of the town's "excess" production for 
the manors' agricultural output, and exchange 
of any regional "excess" for the products of 
other regions including the Orient. 

The social air of towns was relatively free 
and healthful. The same can hardly be said lor 
the physical air. The towns literally smelled. 
The houses, although superior in durability 
and space to the manorial huts, were small ana 
were crowded together along narrow, un- 
lightcd dirt streets littered with disease- 
breeding refuse of varied and ancient origin. 
Food and drink were simple and monotonous. 
But there were plenty of holidays for recreation 
and merry-making, both spontaneous and 
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(2) Social-Economic Organisation and Control. 
The production and trading activities of the 
townspeople were regulated and controlled by 
organizations called gilds. In mediaeval towns 
there were successively two kinds of gilds— 
the merchant gilds and the craft gilds—the 
latter of which replaced the former. There 
was one merchant gild to each town. Its 
membership was made up of sellers of various 
products. (Most of a town's sellers or trades¬ 
men made the products which they sold. 
However, not all makers of products sold 
their output generally, as merchants, and 
these were therefore not eligible.) The gild 
assembly, composed of all members, elected 
a council, which legislated the rules and 
regulations and which sat in judgement on 
disputes among gild members. A head man, 
usually called the ''alderman,” was elected 
by the council; his job was to enforce the 
regulations. 

There were three main functions of the 
merchant gilds. The first aimed at exercising a 
degree of monopoly. The gilds established 
relatively complete and detailed supervision 
over members' economic activities. The qual¬ 
ity-standards of products, the quantities to be 
sold, the prices and other terms of sale, and the 
extent of competition from outside or foreign 
merchants were all covered by numerous rules. 
A second function was protective; it involved 
the so-called fraternal relations among mer¬ 
chant gild members. The gilds, out of money 
contributed by the members, provided financial 
assistance to members against such insecurities 
as war, sickness, and death. Third, the mer¬ 
chant gilds rendered civic services. In fact, in 
many towns gild membership and government 
were practically the same as town citizenship 
and government, because the chief privileges 
and obligations stated by the charters were 
those administered by the gild. The most im¬ 
portant court cases were usually commercial 
cases, and the most important taxes involved 
trade. 

As a town's population increased, the 
merchant gild became unwieldy in size. 
Specialization in the making of products de¬ 
veloped more sharply. Furthermore, the num¬ 
bers of persons making and selling products in 
the different crafts grew to such an extent 
that each group of craftsmen became much 


more conscious of its own common interests 
and problems. Gradually, therefore, craft 
gilds came into existence for the regulation of 
manufacturing within the crafts. The merchant 
gild then came to concern itself only with 
problems common to all craftsmen as sellers. 
But by the fourteenth century the craft gilds 
began to control selling as well as manufac¬ 
turing activities (in the interests of them¬ 
selves as monopolists), and the merchant gilds 
declined in influence and importance. By the 
fifteenth century the craft gilds were the sole 
regulator of economic activities, the merchant 
gilds having either ceased to exist or having 
become reduced to mere fraternal societies. 
Government in the growing towns became 
formalized and, for the most part, was sepa¬ 
rated from gild organization (but not from gild 
influence). 

The membership of a given craft gild, as 
already indicated, was composed of and con¬ 
fined to all those possessing a given specialized 
skill. Craftsmen were of three classes or grades: 
masters, journeymen, and apprentices. Of 
these, the masters were the head men in the 
various shops, responsible for the enforcement 
of all gild rules and regulations. Below the 
masters were the journeymen who, having 
finished their training, were more or less 
temporarily working for wages from their 
masters and waiting to become masters; 
"graduation” would be attained by proving 
craft competence and by saving enough money 
for tools, initiation fees, and dues. Below the 
journeymen were the apprentices who were 
being taught the craft by the masters in return 
for various services and fees. Successful com¬ 
pletion of several years' craft and general 
education meant being graduated to journcy- 
manship. Master, journeymen, and apprentices 
worked together in the same shop. There were 
practically no class distinctions among them, 
and the channels of promotion and advance¬ 
ment were usually kept open. 

Craft gild functions were not only educa- 
l r° n ?\\ I hey were also re S u latory and "bene¬ 
ficial. The latter function was similar to the 
protective activities of the merchant gilds. 
The regulatory function, as already suggested, 
aimed at monopoly. It covered both the 
m»k.ng and the selling of a given product, 
mere were rules governing the quality of 
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raw materials to be used. All craftsmen, more¬ 
over, were forbidden to buy materials from 
suppliers before the latter reached the custom¬ 
ary sales stalls; ’’forestalling’' was the name of 
the prohibited practice, and the prohibition 
was enforced in order to prevent any shop 
from getting a special concession on its raw 
material prices. "Engrossing’’ was another 
forbidden practice having to do with raw 
materials: Craftsmen were not permitted to 
buy a larger than proportionate share of 
(i.e., get a "corner" on) a given supply of 
materials. There were also rules about how 
the materials were to be fabricated into 
finished products; such rules covered nature 
and quality of workmanship and controlled the 
conditions of work such as hours of labor, 
lighting, and so forth. And there were many 
regulations dealing with the terms of selling 
finished products, with quality standards, and 
with amounts to be sold. ’'Regrating"—the 
practice of buying materials or products for 
resale—was prohibited under severe penalty. 
With the backing of the powerful Church, a 
"just price" was set and required by each craft 
gild for its product or service. The "just 
price" was not to be based on trading or bar¬ 
gaining skill but was to be only high enough 
to provide the seller, after the payment of all 
costs or expenses incurred in accordance with 
gild rules, a plane of living befitting (i.e., 
customary to) his station in life.* 

In the earlier years of the craft gilds under 
comparatively static conditions of economic 
and social life the concept of the "just price 
operated to keep prices fixed and unchanging. 
Gradually, however, as trade expanded, as the 
amount and circulation of money increased, 
and as other services in producing and selling 
(such as risk-bearing and special abilities) 
came to be recognized, the just-price idea was 


3 Except for the devices aimed at monopolistic control 
any resemblance, real or fancied, between mediaeval 
craft gilds and modern craft union* is purely superficial 
U is true that, like the craft gilds, modern craft unions are 
composed of skilled craftsmen who learn ‘her trades dunng 
periods of apprenticeship and that some of the «<** "£* 
and protective functions of gilds and un.ons are s.m ar 
It is also true that mediaeval journeymen often received 
wages from the masters. But modern unions are composes! 
of workers who labor for employers who own mater aU. 
machines, and products, while e.lds were made up of in¬ 
dependent craftsmen who had their psvn materials tools 
and products. The most important of the gild regulations 
had to do with the nature and sale of prcJutn. 


relaxed and prices were allowed to fluctuate 
over periods of time and to vary among crafts¬ 
men within certain limits. The same forces 
operated to break down the Church’s opposi¬ 
tion to any price at all ("usury") for the use or 
loan of money. These matters will be reviewed 
more fully in a later section. 

The craft gilds’ chief claim to a social 
justification for existence was protection of 
the consumer from inferior merchandise and 
protection of craftsmen from "unfair" compe¬ 
tition. Undoubtedly these aims were often 
realized in practice. On the other hand, social 
sanction was given to monopolistic arrange¬ 
ments, and in actuality, although they 
doubtless worked to the benefit of the crafts¬ 
men, these arrangements often injured con¬ 
sumers. They also had the effect of suppressing 
change. 

But the forces working for change are never 
to be suppressed for long. So with the condi¬ 
tions that caused the decline of feudalism as 
a way of life. As early as the fifteenth century 
there were certain influences at work which 
ultimately resulted in the development of 
modern economic society. It is to these in¬ 
fluences and their effects that our discussion 
turns in the next chapter. 


:. Summary and Conclusions on the General Goals 
and Methods of Economizing in the Societies 
Surveyed in This Chapter 
Before dealing with the disintegration of 
: cudalism and the rise of modern economic 
society, let us try to obtain a compact view ot 
the Paleolithic, Neolithic, ancient-historical, 
and mediaeval economies in the terms that 
have become familiar to us. Let us, in other 
words, briefly set forth what seem to have 
been the general goals and the general methods 
of allocating economic and social ''sources , 
(1) C'mral Coals. In this book the general 
goal'' of economizing has meant the prior y 
of want-satisfaction as revealed in the pnnci 
pies governing the distribution of an econ- 

income distribution and we 

late on the subject from what the d.scover^ 

artifacts have suggested and from the ways 
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which recent or present-day primitive peoples 
are known to behave. These sources do suggest 
that a clan's or tribe's total physical income 
was communally produced and consumed. In 
spite of occasional surpluses in Neolithic 
times, the total income for any period appears 
to have been little more than enough for bare 
subsistence and modest capital accumulation 
and technical progress. We are thus led to 
conclude that the question, whose wants 
shall be satisfied how much, was decided 
mainly on the basis of equality and need. 
That is, the total income was distributed 
equally among the families and family- 
members, with due modification for need. 

Apparently, then, natural resources must be 
sufficiently rich and technology must be suf¬ 
ficiently advanced to produce regularly a 
surplus of income above subsistence before 
pronounced inequality in income distribution 
comes into existence. Under these more ad¬ 
vanced circumstances the principle of income 
distribution may be market advantage based 
on economic or political productivity; market 
advantage based on monopolistic or monop- 
sonistic control of market; or plain political 
power based on physical force. 

In ancient-historical times we find economic 
surpluses among the city states or temple 
towns. We find great inequalities in the distri¬ 
bution of the surpluses; i.c., therefore we find 
notably unequal distributions of total incomes 
in these societies. And we find that the war¬ 
riors and the priests obtained social acqui¬ 
escence to their taking of the largest shares 
because of their superior economic-political 
productivity. Their superiority was mainly 
one of force or craft, based on their power over 
other human beings or over super-human ones. 
In these societies the trades-people and the 
skilled artisans also received larger shares 
than "the masses." Their superiority was 
based partly on economic productivity and 
partly on monopolistic restriction of markets. 

What then of the mediaeval millennium? In 
the matter of income distribution the political 
economies of this thousand-year period were 
not very much different from the temple-town 
societies of ancient times. About the same 
classes received approximately the same un¬ 
equal shares and for about the same reasons. 
However, the nature of the religion adminis¬ 


tered by the priest class appears to have been 
responsible for a somewhat greater degree of 
collectivism in production and in consumption. 
The inequalities of income distribution may 
have been a little less marked here than in 
temple-town society. 

(2) The General Methods of Economising. In 
this book we have used the term "general 
methods” to refer mainly to (a~) the general 
system of production and exchange of eco¬ 
nomic goods (the nature of markets and 
money) and (A) the relation of governmental 
authority to the economic activities of men. 

Let us look first at the matter of specializa¬ 
tion and exchange, markets and money. In 
Paleolithic times—so far as we can make out— 
there was very little specialization and ex¬ 
change within the clan and even within the 
tribe. Men were hunters and foragers, and 
women were " house keepers." There was little 
more division of labor by occupation and 
product than this. Even if there had been, the 
common-sharing of output would have dis¬ 
couraged exchange. In other words the private, 
individual ownership of property is a con¬ 
comitant of market exchange, as we know it, 
within an economy. So is the existence of a 
surplus in the product which results from 
specialization. These essentials did not exist 
within a Paleolithic clan. There was also 
little exchange or trade among clans or tribes; 
there was almost never any surplus to trade. 

The technological developments of Neo¬ 
lithic times made possible, toward the end 
of the age, a fair amount of surplus among 
different tribes or economic-political groups. 
But there is no evidence thac there was 
tribal specialization and inter-tribal trade. 
There was also some specialization by task 
and by product within a given tribe; but, be¬ 
cause of communal sharing, there was no ex¬ 
change in markets. 

It is during ancient-historical times that we 
first find enough specialization by task, 
product, and area; enough acceptance of the 
institution of private property; and enough 
economic surplus for the development of 
markets, organized trading, and money as 
a medium of exchange. There was trade within 
a given temple-town economy and among 
various such economies. These conditions 
came to exist also during the Middle Ages. 
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With respect to the relation between govern¬ 
ment (broadly conceived) and economic ac¬ 
tivity, we find for the most part that the 
agency of supreme social control in any of 
these economies exercised a very close and 
direct supervision over economizing. This fact 
is not one to evoke astonishment. So long as 
survival was precarious, a laissez-faire govern¬ 
mental policy would have been irrational. 
We know from our experience during the 
second World War that even the most demo¬ 
cratic societies abandon laisst^-faire during 
times of national emergency. Most of living 


in the olden days was under what we today 
would call emergency conditions. Economic 
and political democracy was a luxury that 
only a very few of the economies thus far re¬ 
viewed—eg.. Little Golden Athens—could 
afford. Government control, collectivism, or 
some form of dictatorship was a natural 
method of economizing for the great ma¬ 
jority of the economies during most of the 
centuries. 4 

‘ Much of the material in this chapter and the next is 
haseJ on R. A. Dixon and E K. Eberhart, Economm and 
CmltmslChanfjt, McGraw-Hill Book Co., New York, 1938. 
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The term '‘modern economic society’’ is not 
as easy to define as one might suppose. Some 
students might say that it refers to the period 
during which machine technology has been 
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an outstanding characteristic of productive- 
activities; in such case the period woulJ cover 
all or most of the nineteenth century and all 
of the twentieth. Other students, noting that 
the economic-political organization of society 
has changed considerably during the past cen¬ 
tury or so, might hold that the term should be 
restricted to the fifth and sixth decades of 
the twentieth century, i.e., should be restricted 
to a short, contemporaneous period. Still 
others might argue that the contemporaneous 
period is distinctly one of transition—a period 
in which tremendous forces are at work to 
change economic-political society from what it 
was during the nineteenth century and the first 
two decades of the twentieth to what it will be 
during the second half of the twentieth century 
—and that therefore one should study the 
economic-political organization of the recent 
period, usually called "democratic capitalism," 
and the forces at work during the contem¬ 
poraneous transition period without calling 
either of them ' modern economic society." 

It appears that there is a great deal to be 
said for the third point of view expressed 
above. Nevertheless, we are faced with the 
necessity of studying the economic-political 
organizations of societies as they exist today. 
As with all periods of change, the old exists 
along with the new, and democratic capitalism 
is still very much alive. Therefore, for our 
purposes, modern economic society" will be 
used to refer to economic-political organization 
as it exists in industrialized countries during 
the fifth and sixth decades of the twentieth 
century. Modern forms of economic-political 
organization include democratic capitalism, 
fascist capitalism, democratic socialism, and 
authoritarian socialism. Of these, democratic 
capitalism is much the oldest. 

A. Origins and Developments 

The various influences which undermined 
the institutions of feudalism and produced 
ultimately the form of economic society known 
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as democratic capitalism may be conveniently 
arranged in four main groups. (The common 
word in the four phrases here used to designate 
the respective group is "revolution." It should 
be understood that ‘'revolution” is used not be¬ 
cause the changes were especially sudden or 
violent but because the changes were so large 
and because their effects were so profound and 
far-reaching.) These groups of forces may be 
called the commercial revolution , which embraces 
the changes produced by division of labor and 
by trade, the agricultural revolution, which deals 
with important developments in the tech¬ 
nology and organization of agriculture in 
England; the ideological revolution, which covers 
the changes wrought in men’s ideas and beliefs; 
and the industrial revolution, which represents 
the epochal alterations in the technology and 
organization of manufacturing and transport. 

None of these "revolutions” was composed 
of mutually exclusive forces and changes. All 
overlapped and merged into each other. Thus 
some of the agricultural changes helped bring 
on the commercial changes, and vice versa; 
the commercial revolution helped bring about 
the ideological revolution, which in turn 
helped create the industrial revolution. 

1. The Commercial Revolution 

Feudalism was a culture that was relatively 
stable and resistant to change. Class status 
was relatively fixed. The masses received physi¬ 
cal security in return for services to their 
temporal rulers and spiritual security in return 
for services to the Church. But we have al¬ 
ready noted certain elements of change. The 
most important of these were the forces making 
for the development of inter-regional trade. 

a. Mediaeval Trade 

(1) Merchants , Markets, Fairs. There was of 
course some trade as soon as the feudal system 
settled down to stability. True, the manorial 
economy was almost self-sufficient, and the 
town economy thrived on monopolistic ex¬ 
clusion of most outsiders. There were other 
obstacles to trade, such as poor roads, crude 
navigation techniques, piracy, feudal tolls, and 
lack of standard, full-value currency. But the 
lords and the bishops gradually had their ap¬ 
petites whetted for "foreign" products and, 
controlling and possessing the modest local 


economic surpluses, they had the wherewithal 
to offer in exchange for foreign products. 
There were also those who, inside or outside 
England, had no fixed feudal status and stood 
ready and eager to provide the markets for 
the desired exchange of goods. So trade grew. 
There were first the traveling merchants, who 
like the more modern peddlers, went from 
manor to manor with modest stocks of outside 
goods. There were also the local retail markets 
within the towns and the special markets 
where at certain times and places town products 
were exchanged for manorial surpluses. Then 
there were the fairs, big annual or semi-annual 
assemblies held under the auspices of some lord 
and located outside of towns at the junction 
of trade routes, where local goods were ex¬ 
changed for the products of other lands and 
regions both near and far. Here most of the 
mediaeval trade restrictions, such as high tolls 
and severe regulations, were relaxed, and 
relatively free commerce prevailed. Yet the 
patron lords made money out of modest fees 
and taxes because of the volume of exchanges 
which took place. (One way of attracting 
great crowds to the fairs was the providing 
of entertainment. Like the county fairs in 
America all mediaeval fairs had their midways 
and side-shows.) The lord-patrons also usually 
enforced order and compelled fair dealing, 
including adherence to contracts. 

(2) The Crusades. One of the most potent 
factors responsible for the whetting of con¬ 
sumers' appetities for foreign goods and for 
the opening of inter-regional trade channels 
was the Crusades. Mainly religious in origin, 
these four great "pushes to the East had 
effects which were chiefly economic and ideo¬ 
logical. As already indicated, they developed 
new wants among the upper classes. They 
stimulated seaborne commerce from the Orient 
to bring the exotic silks, spices, jewels, an so 
forth for the satisfaction of the new wants; 
in so doing, the Crusades helped the develop¬ 
ment of Venice and Genoa as great maritime 
trading centers. The Crusades added to the 
demand for an English exportable staple to 
exchange for the outside goods; in so doin^, 
they helped lead to the "enclosure of agri¬ 
cultural lands (see below) for raising sheep and 
producing wool. Returning Crusaders, more¬ 
over, brought home not only economic want. 
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but also new ideas. Exposure to Saracen culture 
led gradually to acquaintance with Saracen 
achievements in mathematics, astronomy, and 
chemistry and ultimately to alert interest in 
the cultures of classical Greece and Rome. 
These interests set the stage for the ideological 
revolution, which came to undermine the 
authority of the Church through the Ref¬ 
ormation, and for the industrial revolution, 
which greatly changed the techniques of pro¬ 
duction. In short, the Crusades were an im¬ 
portant factor in all four of the revolutions" 
mentioned above. 

(3) Commercial Towns, Leagues, Organizations. 
In southern Europe the chief commercial town 
during mediaeval times was Venice. The fleets 
of Venetian merchants brought the East's 
products to England and other northern 
regions. In northern Europe the cities and 
merchants (located mainly around the Baltic 
Sea) connected with the Hanseatic League 
were dominant in trade with England, supply¬ 
ing, under the League’s elaborate organization 
and regulations, such products as iron goods, 
lish, salt, and furs. These merchants had for 
a long time their own trading islands or 
"counters" within foreign cities, such as the 
Steelyard of the Hanse in London. 

Even in mediaeval times, however, English 
merchants were not solely passive local mid¬ 
dlemen in the business of inter-regional trade. 
Gradually the control of wool export got out 
of foreign merchants’ hands and into English 
control. One reason was the desire of English 
Icings to secure revenue out of the export and 
to control the conditions of export to such an 
extent that they could exert pressure on wool¬ 
importing regions abroad. To this end certain 
ports were designated as "staple towns," and 
a class of wool-export merchants arose who 
became known as Merchants of the Staple. 
These merchants by-passed the ordinary town 
merchants or middlemen and bought wool 
directly from the manors. They received special 
privileges from the king in return for the pay¬ 
ment of export duties. They had in each town 
their own organization, their own mayor, and 
their own law (the lex mercatoria ) and courts. 

After a while the "Staplers" declined in 
importance because the export of raw wool 
declined, and wool export from England fell 
off not because wool output decreased but be¬ 


cause, under the domestic or putting-out sys¬ 
tem of manufacture (see below), the cloth 
came to be made in England, instead of mostly 
in Flanders. A new group of export merchants 
arose, called the Merchant Adventurers. Like 
the Hanseatic merchants, these traders not 
only operated in English ports but also set up 
outlets in certain towns of northern Europe. 
Like the Staplers, the Adventurers had special 
privileges, special taxes and obligations, and 
their own organization administering their 
own rules and laws. 

b. Transition to Capitalism 

(1) Mercantilism. The development of medi¬ 
aeval inter-regional trade and trade agencies 
had enormously important effects. The early 
organizations of exporters and importers led 
to the development of the great joint-stock, 
monopolistic trading companies of succeeding 
centuries, such as the East India Company, the 
Royal African Company, and the Hudson Bay 
Company. Under the joint-stock arrangements 
(which provided for contributions of funds 
from many different fund-owners, in return for 
which they received certificates entitling them 
to share in the company’s earnings) a much 
larger amount of funds could be funnclcd into 
and under a single agency of control. Conse¬ 
quently, improved trading facilities could be 
constructed, including large fleets of armed 
merchant vessels. The need for controlling and 
profiting from such large commercial agencies 
helped lead to a more centralized form of 
government and to the growth of nationalism. 
Competition among companies chartered by 
various governments led not only to com¬ 
mercial war (including piracy and privateering) 
but also to wars among nations and therefore 
to national fleets and armies. The emphasis on 
nationalism found expression in the doctrine 
of mercantilism , which held sway roughly 
from the fifteenth to the eighteenth centuries. 
Briefly, this doctrine stressed government regu¬ 
lation and control of economic activity so as to 
increase the power and prestige of the state. 
Great armies must be maintained; therefore a 
supply of precious metal—gold or silver—was 
necessary. Such a supply was obtainable from 
mines within a country or its colonies, by 
piracy, or by an excess of exports over imports. 
(In England the last-named source of supply— 
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the so-called '‘favorable balance of trade”— 
became the most important source of securing 
precious metals.) The search for gold and silver 
—directly from mines or indirectly through 
government regulations fostering exports and 
restricting imports—led to efforts to expand 
trade and led to quests for colonies. (Colonies 
would provide either metal mines or sources 
of necessary raw materials. But colonies must 
not be allowed to manufacture; if they made 
finished goods, they would compete with the 
mother country. This part of mercantilism has 
a familiar ring to descendants of American 
colonists.) 

So was ushered in the great age of explora¬ 
tion. As the techniques of navigation became 
greatly improved, adventurers of all nations 
struck out boldly for shorter trade routes to 
the rich East, and in so doing they ran right 
into a whole big New World rich in gold, 
silver, and raw-material resources. 

The hazards of over-seas trade were great in 
those days. The men who accepted the hazards 
and the hardships, cither by lending funds to 
finance the ventures or by going on the questing 
ships themselves, had an attitude far removed 
from that of the men on the manor who craved 
security first and last. The risk-takers demanded 
but one thing: That they be grandly rewarded 
if their grand ventures were crowned with 
success. Their demand was granted. So the 
Church’s views on the payment of interest for 
borrowed money were rejected and abandoned. 
And the feudal notion of using the economic 
surplus for security for the masses and for 
luxurious living for the lords yielded to the 
idea of using the surplus, in the form of funds 
or money, to make more money for the risk- 
takers. Collective security began to give way 
to individual enterprise and private reward or 
gain. The "capitalistic” star began to ascend. 1 

i Capifa/nric is one of several terms built upon the word 
"capital.” “Capital," as we know, is used to refer to scarce, 
usclul, material goods (wealth) which are used not to sat¬ 
isfy wants directly but to create more wealth. It may be 
thoughc of as a stock of wealth in the physical sense or an 
amount of funds or money which represents the value of the 
physical goods. Production which involves the satisfying of 
wants by indirect means (i e.. by the use of capital) rather 
than by direct appropriation of nature s products may be 
Called capitalistic" production All human societies except 
the most primitive u<e capitalistic production techniques 
But became the most spectacular advances in capitalistic 
production came under a system of private, profit-seeking, 
individual, competitive, risk-taking enterprise, tnese 


(2) Capitalistic Practices and Institutions. 
Bourgeoisie is the name sometimes given to the 
class of men (capitalists) who took the risks 
and reaped the rewards or losses of commercial 
enterprise. (It is a name still often applied to 
business men.) In the early days of capitalism— 
which, it should be clear, began to wax long 
before the invention and use of power ma¬ 
chinery in production—certain techniques and 
traits of modern business began to take form. 
In the first place, the traders wanted a stable 
currency; they needed a medium of exchange 
which would be easily available, trustworthy, 
and a relatively constant standard of com¬ 
mercial values. In later medieval times coinage 
was not yet the prerogative solely of national 
governments. Each important lord and each 
important trading locality had its own system 
of money and coinage; furthermore, there was 
not only a considerable amount of counter¬ 
feiting but people often also "clipped" or 
"sweated” coins so as to accumulate small 
stocks of precious metal. The official coiners 
themselves sometimes loaded their currency 
with a deal of dross. To help them avoid being 
short-coined in their trading activities, the 
merchants came to resort to money-changers, 
a specialized group expert in determining coin 
values and in detecting counterfeits. It was 
out of these money-changing arrangements, 
and out of the wealthy people’s growing prac¬ 
tice of depositing their valuables and money 
with goldsmiths for safekeeping, that banking 
activities began to develop. The money chang¬ 
ers and the goldsmiths, noting that ordinarily 
during any day only a few of their "deposi¬ 
tors" called for their funds or valuables, got 
restless over having so much "idle money 
around and decided to lend out a safe por¬ 
tion of it at interest or profit to themselves. 
Finding the pl an successful, they came to 

characteristics of enterprise came also to be called 
istic." Thus, "capitalistic" has JJgsfiili J 

to do with a method of producing goods (or the sat.slac 
of wants, the other having to do with a form Morgan I 
and controlling the productive activities. It .s thel. ter 
meaning which is used when capitalism or the ( P 
istic system” is referred to. Thus, when we say that trie 
capitalistic star began to ascend,’ we ™ el " i^fharacter- 
syscem of economic organization and | And. 

ized by the adjectives listed above began to develop ^ 
as we have already made dear, this systemi was, 
utilizing the economic surplus whichi «*» d *« i^wn 

system (wav* of utilizing the surplus) found in tempie- 
or in feudal society. 
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encourage deposits by paying a small fee or 
amount of "interest” to depositors. In return 
for deposits they issued receipts—the beginning 
of the modern bank note. Thus, three of the 
major banking processes—receiving deposits, 
issuing notes, and making loans—began to 
take form. 

The development of a relatively stable cur¬ 
rency and of banking activities greatly facili¬ 
tated the development of the price system, 
which is a major feature of free capitalism. 
Consumers, producers, and traders came to 
think of economic values in terms of the com¬ 
mon money denominator. Their economic 
decisions came thus to be governed by pecuni¬ 
ary considerations. 

Another business practice that became im¬ 
portant, especially after the rise of joint-stock 
companies began to impersonalize business 
enterprise, was accounting of a systematic, 
double-entry sort. Expenses and receipts of 
enterprises could be recorded with fair ac¬ 
curacy. Stockholders and managers could now 
measure business performance. 

As the variety of goods became greater and 
as markets became wider and more complex, 
certain other capitalistic agencies and practice* 
developed. Wholesaling houses, in which large 
stocks of many commodities were made avail¬ 
able to retailers, grew up. Other selling 
agencies, such as factors and commission houses 
(agencies which for stipulated compensation 
buy or sell on customers’ orders), were formed. 
Storage facilities and the availability of funds 
made the holding of goods for higher prices 
possible. Speculation in relatively standard 
commodities came into being—i.e., the buying 
and selling of goods not for the purpose of using 
the goods themselves but for the purpose of 
profiting from anticipated future price in¬ 
creases or decreases. Enforcement of contracts 
for future delivery of goods existed as a pre¬ 
requisite for such speculative operations. 

To summarize, the commercial revolution 
gave expression to forces of change which 
spelled the demise of feudalism and the de¬ 
velopment of capitalism. The desire for eco¬ 
nomic security yielded to the desire for eco¬ 
nomic gain. The economic surplus came to be 
used not for security and consumption so much 
as for the accumulation of still greater surplus. 
The bourgeois class of traders gradually super¬ 


seded the landed nobility. Markets widened 
enormously, and a price system began to de¬ 
velop. A system of collective enterprise yielded 
to one of individual enterprise. Although, 
because of the rise of nationalism and the 
practice of mercantilist doctrines, enterprise 
was not entirely free until the nineteenth 
century, it was relatively free because the 
power of Church and feudalism was slipping 
away. 

2. The Agricultural Revolution 

Of all the forces which helped transform 
feudalism into democratic capitalism, those of 
trade and commerce were undoubtedly the 
most potent and fundamental. The "agricultural 
revolution" was comparatively minor. But it 
did contribute to the development of modern 
economic society, and its effects cannot be 
ignored. 

a. Enclosure Movements 

By the agricultural revolution we mean 
certain changes in land tenure and in the 
techniques of producing farm commodities. 
The feudal system of land tenure has already 
been described. By the nineteenth century a 
process known as enclosure had radically 
changed it. "Enclosure" is a term difficult 
to define precisely because the movement ex¬ 
tended over three centuries and the causes and 
effects varied with time and place. Literally, 
it refers to the enclosing of pasture land by 
hedges for the purpose of keeping sheep or 
cattle off arable crop land. Broadly it refers to 
a process of abolishing feudal, more or less 
collective land-holding in favor of private 
ownership of relatively large estates managed 
on a capitalistic basis. 

There seem to have been two main enclosure 
periods. The first was primarily in the six¬ 
teenth century, the second mainly in the eight¬ 
eenth. By the sixteenth century the demand 
for wool had increased greatly, and the lords, 
glad for an opportunity of enlarging their 
cash incomes by rents provided by sheep- 
owners and wool-traders, sought to acquire 
more grazing land from their tenants. This 
they were able to do under manorial custom 
by taking unto their demesnes the land of 
son-less villeins and by making it difficult for 
villeins’ sons to acquire the land held by their 
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fathers. As a result—because fewer men were 
needed to tend sheep than had formerly been 
needed to till the same area for crops—there 
was a large surplus of labor which hired itself 
out at low wages for agricultural work or 
migrated to the towns, where also it depressed 
wage rates, or emigrated as colonists and 
indenture servants to the British colonies such 
as America. (The lords were content to see 
men leave their manors because the stronger 
central government obviated the need for local 
"armies” of protection.) 

The later enclosure movement was based 
not on the need for wool but on the inability 
of the old landlord class to make what it 
considered adequate livings out of any kind of 
agricultural product under the economic con¬ 
ditions of the eighteenth century. The rising 
prosperous bourgeois class of the towns saw 
its chance to acquire both social respectability 
and profits by buying land or by leasing it on a 
long term basis. Profits seemed probable if the 
newer methods of producing all kinds of agri¬ 
cultural commodities were employed. So the 
open fields disappeared almost completely, and 
England became the land of lush fields enclosed 
by hedgerows that has become familiar to us 
in the later English literature. 

b. New Techniques 

The newer agricultural techniques mentioned 
above included improved methods of breeding 
farm animals, the drainage of marshlands, the 
use of artificial fertilizers, the use of improved 
techniques of planting and cultivating, and 
the abandonment of the three-field system 
(under which one third of the crop-land was 
allowed to lie fallow every year) in favor of 
a system of crop rotation, under which new 
plants like clover were grown periodically on 
spent land to replenish its fertility (through 
nitrogen fixation from the air). This crop, 
easily harvested, was also used as fodder for 
cattle. So were turnips. Consequently more and 
better farm animals could be maintained. It 
is noteworthy also that the later enclosure, 
unlike the earlier ones, resulted in no con¬ 
siderable depopulation of rural areas. This was 
because, although the small holdings of man . 
smali owners were wiped out in effect by the 
Acts of a Parliament which vigorously favored 
enclosure, the formerly fallow land now pro¬ 


vided employment for the dispossessed persons 
as laborers. 

3. The Ideological Revolution 

In any society the ideas and beliefs that 
men live by are extremely important. Con¬ 
sciously or unconsciously men conform to the 
commonly held beliefs, and their decisions, 
economic or otherwise, are significantly in¬ 
fluenced by these beliefs. During the Middle 
Ages feudal man believed in subordinating 
individual desires to the will of God, as in¬ 
terpreted by the Church, and to group welfare 
in the interest of security. There was resistance 
to change, because change might threaten 
security. Economic dealings were permeated 
by religious notions: Many of the gilds' regu¬ 
lations were based on Christian precepts (c.g., 
the notion of "just price”), and the gilds 
undertook many religious services. Men took 
great pride in their craftsmanship, and personal 
integrity in dealings with consumers was 
usually more to be desired than great riches. 
Self-sufficiency within a small area was also 
a desirable thing; an attitude of provincialism 
was common. 

a. Liberalism Mid lustsse^-Fatre 

The magnitude of the ideological change can 
perhaps be best appreciated if we enumerate 
here the main tenets of the economic-political 
creed of early democratic capitalism and if we 
contrast these with the chief beliefs of feudal¬ 
ism reviewed above. Under democratic capi¬ 
talism the rights of the individual arc of 
paramount importance. Men are supposed to 
be endowed with certain "natural” rights. 
They also possess, when free, such natural 
goodness that in the exercise of their rights 
they will respect the equal rights of other men. 
Therefore there will be a coordinate system of 
mutual rights and duties, and the "greatest 
good of the greatest number” will be an un¬ 
doubted result. Group welfare is thus supposed 
to be a by-product when individuals exercise 
their private rights and pursue their own self¬ 
ish ends; it is not the main, directly sought 
goal. Security and "salvation" are supposed 
to result from individual rather than from col¬ 
lective effort. The Church's authority is not 
supreme; now it is co-supreme with that o 
the state. The state's own authority is very 
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limited, being exercised in accordance with the 
principles of liberalism and laissez-faire ; govern¬ 
ment is supposed to "let alone" or "keep 
hands off” individuals in their economic en¬ 
deavors. In other words, there is to be a mini¬ 
mum of government interference with private, 
individual enterprise, and the state’s role is 
to be almost entirely one of compelling ad¬ 
herence to a few, relatively simple rules of the 
economic-political game, such as the enforce¬ 
ment of private contracts freely entered into 
by gain-seeking individuals. 5 Free human 
beings are equal and, if left alone under demo¬ 
cratic institutions, will realize their potenti¬ 
alities to the benefit of themselves and society. 

b. Reasons for the Change 

How was this revolution in ideas brought 
about? What were the steps in the process? 
Most of the answers to these questions have 
already been suggested in our survey of the 
commercial revolution. The Crusades and the 
growth of trade began to acquaint the men of 
western Europe with the culture of the Saracens 
and with the philosophical, scientific, and 
artistic achievements of classical Greece and 
Rome. (Moreover, in the fifteenth century, after 
the Turks captured Constantinople, many of 
the scholars of the East migrated to the West 
and brought their learning with them.) Closer 
and more general knowledge of these attain¬ 
ments inevitably raised questions in the minds 
of thoughtful men concerning the validity of 
many of the currently accepted medieval beliefs 
and institutions. A spirit of intellectual ad¬ 
venture developed. Exploration and experi¬ 
mentation were not limited to the search for 
trade routes and colonies. 

c. Religion and Science 

The intellectual renaissance took two main 
and related courses, one in religion and the 
other in science and philosophy. We know the 
revolution in religion as the Protestant Ref¬ 
ormation. Men like Luther, Calvin, and Knox 

* The student must remember that these democratic ideas 
concerning the relation of the state to economic enterprise 
d!d not attain primacy immediately after the decline of 
icuaal and Church authority. As already relates! in our 
section on the commercial revolution, there was an inter- 
vcning period during which the ideas of mmannlum pre¬ 
vailed and during which, therefore, the new strong, 
centralized governments of newly developed nationalistic 
states rigorously regulated economic activity of all sorts. 


challenged the authority of the established 
Church and attacked its doctrines. They in¬ 
sisted on religious self-determination—i.c., 
democracy in religion—and preached that 
"salvation” was a personal matter of indi¬ 
vidual "faith” and "works" rather than a 
collective, blind adherence to forms and pre¬ 
cepts laid down dogmatically by a central 
authority. The revolt in religion and the views 
of the revolters were seized on with avidity 
by those who needed some rationalization to 
justify certain changes they were seeking to 
make in politics and economic activity. Rulers 
and nobles who wished to achieve complete 
separation of Church and state or who wished 
to break away from some other king or emperor 
who had the Church's blessing were happy to 
help spread the Reformation in order to obtain 
popular support. The rising bourgeois class 
found in the "protestant ethic" a nice justifi¬ 
cation for private, unfettered, individual en¬ 
terprise or "works" in the economic field. 
The protestant ethic, moreover, in stressing 
the virtue of thrift, justified private accumula¬ 
tion of wealth and of funds for the promotion 
of commercial and industrial enterprises. 

The authority of the Church was under¬ 
mined also by the growth of philosophy and 
science. The new spirit of inquiry led to dis¬ 
coveries which seemed to offer irrefutable con¬ 
tradiction to many of the Church's dogmas 
and interpretations. There were other im¬ 
portant effects. Kepler, Galileo, Descartes, 
Bacon, and Newton are some of the names that 
spring to mind when one thinks of the men who 
laid the foundations for modern technology 
and for the modern scientific attitude and 
method. Bacon, Locke, Hume, Voltaire, and 
Rousseau are names one remembers when he 
thinks of men whose ideas, sometimes operat¬ 
ing through the medium of violent change 
(e.g., the French Revolution), helped furnish 
the basis for bourgeois ascendancy, capitalism, 
and democratic government. 

4. The Industrial Revolution 

The term "industrial revolution” has long 
been used to designate the changes in the 
methods of producing commodities and services 
which were inaugurated by an acceleration of 
technological inventions in England during 
roughly, the century from 1750 to 1850. These 
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changes were not revolutionary in the sense 
that they were sudden and violent. They were 
built on forces which had begun to operate 
centuries before, and they continued long after 
their initial impact was felt; in fact, it may 
be said that, no matter when precisely it began, 
the industrial revolution has never stopped but 
continues at the present day. But the changes 
were revolutionary in the sense that profound 
shifts in the technological and economic- 
political patterns of human society were pro¬ 
duced in a relatively short time. 

a. The Do we sric System 

(1) Origin. Before we can focus our attention 
on the 'revolutionary” century proper, we 
must go back to note certain developments of 
earlier periods which set the stage for the big 
scene. It has already been shown how the 
growth of commerce undermined the ideo¬ 
logical supports of production under the craft- 
gild system and how it led to private enter¬ 
prise and capitalism in the commercial field. 
It did not take much longer for capitalism to 
invade manufacturing itself. This invasion, 
like some of Hitler s early conquests, was 
made easier by self-decay within the invaded 
area. By the beginning of the sixteenth century 
the gilds had begun to decline because they 
abused their monopolistic power; they made 
entrance to the trades very difficult for both 
native and immigrant craftsmen at a time 
when the English population began to grow 
at a more rapid rate. Consequently many ex¬ 
cluded craftsmen worked outside the gild sys¬ 
tem, both in established trades and in industries 
not organized under the system. There was 
thus a supply of labor available for enterprising 
merchants and workmen who introduced a 
new scheme of production, commonly known 
as the domestic or putting-out system. (The 
supply of labor was also increased by the en¬ 
closure movement in agriculture, which, be¬ 
cause fewer men were needed for sheep herding 
than for crop raising, caused thousands of 
workers to migrate to the towns or to seek 
to supplement at home the extremely meager 
subsistences which they got from the land that 
was left to them.) This system grew mainly 
out of two conditions: the greatly increased 
dcmanJ for woolen cloth and goods that came 


with the commercial revolution; and a further 
specialization or division of labor in the mak¬ 
ing of woolen goods (e.g., the separation of 
fulling and dyeing from spinning and weaving) 
which made possible, or even necessary, the 
appearance of profit-seeking capitalists or 
entrepreneurs. 

(2) Nature. The organization of the wool 
industry under the domestic system, from raw 
material to consumer, was briefly this: There 
were first the "broggers,” who bought the 
wool from the farms and then sold it to jobbers 
or wholesalers. These middlemen in turn stored 
it and sold it as and when demanded to the 
main entrepreneurs, the clothiers. The clothiers 
coordinated and directed the labor of the craft 
spinners, weavers, dyers, and fullers, who 
worked for wages in their own homes (hence 
the name "domestic”) on the material sup¬ 
plied by the clothiers. The clothiers then sold 
the finished cloth to other middlemen, such as 
drapers and mercers, who disposed of the cloth 
to retail merchants or tailors. 

The system just described had several very 
interesting features. First, the selling of the 
output was a function separate from the actual 
production of the output. Second, the clothier 
was a manager, a middleman, and a profit- 
seeking capitalist. The scope of his activities 
depended on the amount of funds he could 
invest; the amount of investible funds de¬ 
pended on how much he could borrow from 
others and on how much profits he could make 
out of his operations; and the amount of his 
profits depended on his ability to keep the costs 
of raw materials and labor and funds per unit 
of output below the prices he received for the 
output. Third, the craftsmen worked under a 
money-wage system. They were different from 
the gild craftsmen, who bought their own raw 
materials, worked with their own tools on 
the materials, sold the finished products person¬ 
ally to customers, and assumed all the risks 
incident to the small-scale operations. About 
the only similarities between domestic and 
gild craftsmen were the nature of some of 'heir 
tools and the places where they worked (their 
own homes). The domestic workers did not 
buy or own the raw materials, often did not 
own their tools, and neither owned nor sold 
the finished products. All these things were 
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handled by the merchant-capitalist, the cloth¬ 
ier, who also relieved the craftsmen of mana¬ 
gerial risk. 

The domestic system, which started mainly 
in the wool industry, came to be applied to 
other industries, such as hosiery and the rapidly 
growing cotton industry. Some of the en¬ 
trepreneurs, realizing that one of the wastes 
of the system was the frequent handling of 
materials and products, sought to reduce such 
waste by bringing together a number of 
workers into a single, central building. This 
step of course presaged the factory system. But 
the real change to factory production awaited 
the invention of power-driven machinery. 

b. Machinery and the Factory System 

(1) The Inventions. As already stated, the 
inventions of new techniques which produced 
the industrial revolution proper were con¬ 
centrated mostly in the latter half of the 
eighteenth century, and the first half of the 
nineteenth. The most important single con¬ 
tribution came in the field of artificial power 
production, beginning in 1769, when James 
Watt took out the first patent on his improved 
steam engine. (It must not be thought that 
Watt was the inventor of his time; his name is 
the one we learn from elementary-school text¬ 
books, but he was preceded, accompanied, and 
followed by many other experimenters and 
theoreticians. The first commercially practi¬ 
cable steam engine was developed by Thomas 
Newcomen in 1705, and by 1715 it was in u>e 
for the pumping of water out of mines. There 
were many other noteworthy predecessors, 
from Papia and Savery, about 1700 A.D., back 
to Hero of Alexandria, about 130 B.C. Among 
Watt's contemporaries and immediate suc¬ 
cessors were Bull, Trevithick, Evans, Horn- 
blower, and Woolf.) The economic importance 
of the steam engine was vast: It freed the tex¬ 
tile and other industries from dependence on 
water power; manufacturing establishments 
could now be located away from the fall lines 
of streams. And it led to such a large increase 
m the amount of output each worker could 
produce that total output rose and cost per 
unit of output dropped very considerably. 

The effects of artificial steam power were 
felt throughout industry. But to be effective, 


this great new medium of energy had to be 
applied, in various specific industries, to ma¬ 
chines rather than to hand tools. In other 
words, there had to be inventions, in specific 
fields of production, of machinery capable of 
utilizing the steam power. Such inventions 
were forthcoming. In mining, arrangements 
were developed for the use of steam power in 
hoisting minerals to the surface of the earth. 
Gunpowder, which had revolutionized warfare 
centuries earlier, came to be used for loosening 
the minerals from the strata which held them. 
In cotton textiles (and later in woolens) there 
was first an invention (Kay s flying shuttle 
in 1733) which doubled the productivity of 
weavers. This step put pressure on the spinners 
to increase the output of yarn; three inventions 
(Hargreave s jenny in 1764, Arkwright's water 
frame in 1769, and Crompton's "mule” in 
1779) not only met the need but made it pos¬ 
sible to produce much more yarn than the 
weavers could use. The gap was closed by 
Cartwright's power loom of 1793. The pressure 
then concentrated on the supply of raw material 
and was met before the end of the century by 
Whitney's invention of the cotton gin and by 
America's increase in output of raw cotton. 

The increasing division of labor by areas and 
the consequent growth of trade had put a 
heavy strain on the old modes of transporting 
goods and people. This strain became much 
greater with the increases in output which 
the new inventions made possible. So in the 
eighteenth century a scries of notable improve¬ 
ments in transportation began which enor¬ 
mously decreased the costs of carriage. Canals 
were dug to connect rivers and lakes. Hard 
surfaced roads were developed. And before the 
middle of the nineteenth century, steam power 
was used successfully to move carriages whose 
wheels ran on iron rails; the great means of 
modern land transportation—the railroad— 
was born. 

Adequate machines must be made out of iron 
and steel. There was consequently a great need 
for substantial improvement in metallurgical 
techniques. A way was found of producing and 
using a new fuel to replace the dwindling 
supply of wood that had been used to make 
high-cost charcoal for smelting iron ore. The 
new smelting fuel was coke, made at much 
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lower cost from bituminous coal under certain 
controlled conditions. This invention (made 
by Darby) greatly increased the quantity of 
output. Improvements in the quality of iron 
and steel came also through the making of 
cast iron, puddled iron, and crucible steel. 
(The blast furnace, a German invention, had 
already replaced the forge in iron smelting.) 

It should not be thought that the inventions 
were confined to mechanical appliances and 
machines. There was also an improved way of 
utilizing labor itself. A most important feature 
of the industrial revolution—in fact, as we 
shall see in a moment, not only a ’ feature" 
but a prerequisite to the use of power ma¬ 
chinery—was a relatively new kind of special¬ 
ization: the division of labor by tasks. The work 
in what used to be an occupation or craft was 
broken down into sub-operations or tasks 
which were relatively simple and easy and 
which could be performed in more or less 
routine repetitive fashion. For example, the 
old-fashioned shoe-maker was a skilled crafts¬ 
man who performed many different operations 
in creating a complete finished product. But 
through specialization by tasks shocmaking 
came to be broken down into a hundred or so 
relatively minute operations, each done in 
steady repetition by a separate worker. Because 
of such endless repetition it became possible 
to substitute power-driven fingers and arms 
for human muscles in most of the operations. 

The division of labor by tasks may be con¬ 
sidered an important part of a new, non- 
machine technique which we call "manage¬ 
ment." The bourgeois entrepreneurs and their 
agents or managers developed new methods 
of using labor and machines to produce com¬ 
modities and services out of raw materials. 
(By these management techniques we refer 
not to the machines themselves, which result 
from the discoveries of mechanical and chemi¬ 
cal and electrical engineers, but to ways of 
arranging the machines and ways of using 
labor on them, which are the result of dis¬ 
coveries made by production engineers. Ex¬ 
perience has shown that output in a factory 
can be greatly increased without installing a 
single new machine, simply by improving the 
methods of utilizing existing machines.) 

(2) Reasons for England's Leadership. Why did 
these technological changes happen in England 


rather than in some other country? It was 
because conditions were much more propitious 
in England than elsewhere. Among the more 
important of these favorable circumstances 
were the location of adequate coal and iron 
resources in close proximity; the island 
situation, which gave the British a good 
deal of isolation and freedom from Continental 
troubles, as well as cheap transportation to 
markets; the successful and profitable develop¬ 
ment of commerce and colonies, which pro¬ 
vided sufficient funds for investment in new 
enterprise and which assured producers of 
markets for expanding output; and the per¬ 
vasive spirit of tolerance, freedom, and de¬ 
mocracy, which made for free trade (no tolls 
or other burdensome restrictions on commerce) 
and free enterprise (no major religious or politi¬ 
cal limitations from gilds or church or govern¬ 
ment on the freedom of workers to migrate 
and on the freedom of capitalists to venture). 

(3) Effects of the Inventions. The industrial 
revolution has never stopped. It has led to 
changes and has had effects which arc still 
felt. These changes and effects have had such 
cumulative significance that the whole world 
has recently been undergoing one of the 
major social and economic convulsions of all 
time. So much being true, we shall at this 
point only mention the industrial revolution $ 
major effects, because, in fact, the revolution's 
results will be considered in one way or another 
throughout the remainder of this book. 

(a) Economic Effects. The new techniques of 
utilizing natural resources made possible great 
increases in the amount of accumulated capital 
But the improved techniques shifted the whole 
net MRP curve of capital faster than the ac¬ 
cumulation of capital-dollars resulted in a 
movement down this curve. Population in¬ 
creased greatly also; the labor supply curve 
kept shifting rightward as never before. As a 
result of all these, there were very large in¬ 
creases in output and very large decreases in 
unit costs of production. In other words, 
there were greatly improved ways of increas¬ 
ing the amounts of scarce resources; greatly 
improved ways of allocating these scarce 
resources among alternative uses; and very 
large increases in the total and pcr-capita in¬ 
comes of the western nations. Furthermore, 
the size of the individual establishment became 
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much larger as production was transferred from 
the workers' homes to the large buildings 
called factories, which were needed to house 
the new machines. The amount of funds needed 
to "set up in business" became greater. Owner¬ 
ship of enterprise became concentrated in the 
hands of individual successful capitalists or 
of groups of smaller capitalists organized to 
form artificial persons called “corporations." 
As the increase in output led to a widening 
of markets, production came to be carried on 
without direct contact with consumers; goods 
were made not to order but in anticipation 
of demand. This development greatly increased 
the amount of risk and uncertainty involved 
in economic enterprise. The economic organiza¬ 
tion of society became extremely complex and 
difficult to understand and control. All these 
factors operated to make the economic mecha¬ 
nism delicate and susceptible to breakdowns 
(which we call "depressions"). 

(b) Political Effects. The political effects 
have to do with the relations between govern¬ 
ment and economic enterprise. There were, 
first, the rise of the laissez-faire idea during the 
swift expansionist phase of industrial capi¬ 
talism, when businessmen wished to be free 
from government interference as they plunged 
into new economic ventures; second, the sub¬ 
sequent rise of the social-control idea during the 
mature phase, after the faults of unregulated 
enterprise had become so plainly visible that 
there was rather general agreement on the need 
for some kind of government control; and 
third, a trend of opinion in some quarters 
toward complete government control, possibly 
combined with government ownership. 

Whatever the relation of government to 
economic enterprise, there was for the capi¬ 
talists always the desirability of business con¬ 
trol of government. That is to say, capitalists 
desired to control votes so as to affect the 
decision when the question of whether gov¬ 
ernment should control business was being 
debated. And if, nevertheless, government con¬ 
trol of business came to be decided on, capi¬ 
talists then desired to control the government 
administrative agencies so that the actual 
regulation would not be too severe. 

Capitalists were not alone in their wish to 
control government. Other economic classes 
such as organized workers and organized 


farmers came to have similar attitudes for 
similar reasons. 

(c) Social Effects. Among the important 
social effects of the industrial revolution should 
be noted the growth of urbanization, the 
problems of workers, the development of new 
social classes and of conflict among them, and 
the attainment of higher levels of living. The 
industrial city was produced by capitalism, by 
the factory system which arose out of the new 
techniques, and by the enclosure movement. 
The last-named circumstance made available 
a large supply of labor. The first two factors 
provided the demand. We have already com¬ 
mented on the nature of mediaeval towns. They 
were still much the same when thousands of 
farm workers descended on them. The effects 
in terms of disease and crime and unrest can 
well be imagined . 

The new techniques of production provided 
higher national and per-capita incomes—i.c., 
more commodities and services for every one, 
including the workers. It may therefore be said 
that there was an improvement in material wel¬ 
fare; the workers were undoubtedly better off 
in an absolute sense. But the newly enlarged 
economic surplus was shared very unequally 
among the population, and the workers may 
have been worse off in the relative sense. This 
became one of the workers' grievances. There 
were other grievances: The worker often lost 
his skill to the machine. He became for the 
most part a relatively unimportant supple¬ 
ment or appendage to the machine. His frag¬ 
ment of a craft—his job-operation in the 
factory, done over and over again—usually 
became monotonous and stultifying. The 
worker lost sight of the production process 
as a whole. He lost contact with consumers. 
He lost control over the place, the time, and 
the pace of his work. He lost control over the 
forces which had to do with whether there 
should be any work at all. In short, the 
worker became a relatively helpless, dependent, 
insecure part of the production process. It was 
the utterly wretched condition of the factorv 
workers, particularly women and children 
which provided the basis for the first attack 
on th e latssez-fairc doctrine and led to a newer 
liberalism which believed in government- 
promoted reforms for the protection of the 

oppressed. 
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The capitalists were too busy venturing and 
building and expanding to bother much about 
the workers. They were not so much heartless 
as thoughtless. One of the effects of modern 
technology is the creation of great gulfs be¬ 
tween groups—entrepreneurs, labor, consumers, 
and inventors. What one doesn’t know doesn’t 
bother him, and it became easy and natural 
for the industrial capitalists to be ignorant of 
their workers' living and working conditions. 
Machine technology conferred great power 
without requiring commensurate responsi¬ 
bility. (Government regulation meant the 
enforcement of responsibility.) 

Finally, the industrial revolution greatly 
reinforced the shift in economic-political 
power begun by the commercial revolution. 
The warrior-landowners and the priests and 
the gild members were no longer the co-sharers 
and controllers of the economic surplus. A 
new class—the bourgeois capitalists, the ones 
with the funds to finance economic enterprises 
—owned and controlled most of the surplus. 
At first it may not have been too difficult for 
men of strength and ability to rise from non- 
capitalist groups to the capitalist class. But 
the possession of power became, as usual, sclf- 
perpctuating, and, as equality of opportunity 
became less and less a reality, the outlines of 
new social classes became clearly distinguish¬ 
able, and the gulfs between them tended more 
and more to become difficult to pass over. 
It was inevitable that the worker class, with 
its grievances, should seek to organize and 
thus to challenge the power of the capitalists. 

B. Summary: Changes after Feudalism 

Let us try to list the big, broad changes 
established by the four interrelated ■‘revolu¬ 
tions" whose characteristics we have enumer¬ 
ated. In the economic field there were greatly 
improved ways of using and allocating re¬ 
sources for the satisfaction of wants. These 
improved ways included power machinery, 
new management techniques, new control 
techniques, a market mechanism of money 
prices—the price system—and the use of in¬ 
come not spent on consumption (i.e., the use 
of part of the economic surplus) for capital 
formation for the creation of still more income. 
All these improved ways of using and allocat¬ 
ing resources resulted in the production of 


much larger total (national) and per-capita in¬ 
comes. 

In the political field there were the develop¬ 
ment of nations, the development of strong, 
centralized governments within the nations; 
the rise and fall of the mercantilist doctrine; 
the rise and decline of the laissez-faire doctrine; 
and the various relations of economic groups 


to government. 

In the social field, broadly speaking, the 
main difference between feudalism and capi¬ 
talism came in the outlets afforded to man's 
desire for power and social approval and 
man's desire for security. In feudal times the 
status of the rulers and of the ruled was rela¬ 
tively fixed and secure. For the masses at least, 
there was a minimum of subsistence, and the 
desire for physical and "spiritual’’ security 
was to a considerable extent satisfied. There 
was relatively little outlet, however, for the 
power drive. Capitalism changed things. It 
freed men and gave them the opportunity to 
venture or take risks. Capitalism thus gave 
a great many individuals an opportunity for 
much greater satisfaction of the power drive. 
But free men, being no longer slaves or.half- 
slaves, possessed no longer the certainties of 
status and subsistence. They lost, relatively, 
the assurance of security. 

This loss in a comparatively simple economic 
system probably did not seem very serious to 
those for whom capitalism provided opportu¬ 
nities for self-expression. Such a person was 
doubtless glad for the opportunity of winning 
his own security through his own efforts. There 
seemed to him, undoubtedly, a good chance 
that, in the exercise of his freedom to conduct 
some sort of economic, gainful enterprise, he 
would find satisfaction not only for his power 
drive but also for his need of security. 

In a technologically advanced, complicated, 
delicately balanced, private-enterprise eco¬ 
nomic system, the situation in respect to ou 
lets for the power and security needs became 
different. In ways to be discussed in more deta 
later, the average man lost much if not mos to 
his opportunity to choose his job or h,s * 
prise He was still legally free to find power 
drive outlets, but he met much difficult > « 
making his freedom effective. And the hollo 
ness of his freedom made him feel insecure 
Small wonder that workers organized unions 
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in order to gain some measure of power and 
security. 

The feeling of insecurity under the system 
of democratic capitalism came to be fairly 
general among all classes of society. Not only 
did the ordinary workers often fail to find 
security. Many entrepreneurs found that free 
competition produced too many uncertainties, 
and they tried to become more secure by 
stilling free competition and by introducing 
some degree of monopolistic* control (with 
further unfortunate effects on their security). 
Owners of funds often became fearful of risking 
them in enterprise; they frequently preferred to 
stay "liquid.” Nations—i.e., the governments 
of nations reflecting the feeling of the governed 
—also often felt insecure and tried to better 
their international economic positions by be¬ 
coming internally self-sufficient and by restrict¬ 
ing the amounts of goods which entrepreneurs 
of other countries could sell within their 
borders; these tactics, as we shall discover 
later, tended to increase rather than diminish 
the extent of international insecurity. 

Thus we see that the disintegration of 
feudalism came about partly at least because 
of the activities of men who sought freedom 
and power. The activities of these men resulted 
in the establishment of an economic-political 
order which in time provided too little security 
for a majority of the people. The questions 
inevitably arose, Should this order be modified 
or changed and, if so, what should be the 
nature of the new or different economic- 
political order? What arrangements could be 
worked out to satisfy not only men's desire 
for power but also their need for security? 
The answers to these questions, like the an¬ 
swers to certain other questions that have 
been asked on preceding pages, will occupy 
our attention in many of the remaining parts 
of this book. 

C. Natural Resources and Their Utiliza¬ 
tion. Economic Activities 

Thus far in our discussion of modern eco¬ 
nomic society we have considered the impor¬ 
tant influences which contributed to its devel- 


W c do not mean to assert that entrepreneurs' feelings 
insecum y were the sole or perhaps even the main reas< 
•! n hl c gT ? w , th ,. of mon opolisuc enterprises and organic 
uons. Such feelings were undoubtedly a very importai 


opment and we have touched in a general 
way on certain influences working for change 
within modern economic society itself. We 
indicated at the beginning of this chapter 
that economic activity during the fifth and 
sixth decades of the twentieth century was 
conducted under four main forms of economic- 
political organization: democratic capitalism, 
fascist capitalism, democratic socialism, and 
authoritarian socialism. We propose in this 
section (*) to give a rough outline of the re¬ 
sources and of the production techniques com¬ 
monly available in these four forms of societies 
and (A) to point out the main features of the 
different social-economic organizations found 
in each of the societies. The section thus com¬ 
pletes our historical survey of economic- 
political systems and lays the foundations for 
the much more detailed analyses of modern 
economic society presented in the remainder 
of the book. 


1. Natural Resources 

This is not the place for a detailed catalogue 
of the raw stuff available for modern man’s 
want-satisfaction. The climate, topography, 
and raw materials of the planet today are, so 
far as mere existence goes, not very different 
from what they were in the Middle Ages. 
Conditions of temperature and humidity have 
undergone no important changes. There are the 
same continents, mountains, valleys, plains, 
rivers, lakes, oceans, natural harbors, and 
other topographical features. Many of these, 
of course, were unknown to feudal men; ex¬ 
ploration was necessary to discover them. 
There has been some change in available raw 
material resources. A very considerable amount 
of fertile soil has become exhausted or has 
eroded away because of improper use, as in 
the southeastern part of the United States. On 
the other hand, some soil has been reclaimed 
by drainage—by taking excess water away, as 
in Italy and some has been made available by 
irrigation—by bringing needed water to the 
land, as in the western part of the United 
States. In some areas mineral resources have 
been used up (e.g., some of England's coal- 
beanng lands and some of America's petroleum 

f Ut lHc d ”' r f f ° r P° wcr lhr <>ugh profits was also 
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pools); but the remaining forest, coal, metallic, 
and other mineral resources as a whole far ex¬ 
ceed, in amount if not in quality, the exhausted 
resources. 

It is important to note two main things 
about the world’s natural resources: First, 
some of the resources that are of primary sig¬ 
nificance for the maintenance and progress of 
a modern economy are very unevenly dis¬ 
tributed among the various nations of the 
world. For example. Great Britain and Ger¬ 
many do not possess enough arable land to 
support their populations; they must import 
food from other countries such as Denmark, 
New Zealand, Argentina, Canada, and the 
United States, who have more than enough 
fertile soil for the maintenance of their own 
populations. The competition of European 
nations for colonies was in part the result of 
their desire to secure certain sources of raw 
materials, including not only food but petro¬ 
leum, copper, cotton, wool, and crude rubber. 
The countries that got early starts in coloniza¬ 
tion—c.g., Great Britain, the Netherlands, 
and France—became much more prosperous 
than the late-starters such as Germany, Italy, 
and Japan. One of the important causes of 
recent wars has been the efforts of the "have 
not" nations to catch up with the "haves." 
Not many nations have sufficient natural re¬ 
sources within their boundaries to be largely 
self-supporting, and no country has enough of 
everything to be entirely self-supporting. The 
United States, Russia, and China come closer 
to self-sufficiency than any other countries. 
(By "self-sufficiency" we mean of course the 
possession of all the natural resources necessary 
for the maintenance and progress of a modern 
industrial economy.) 

In the second place, some countries (notably 
China and Brazil) have very rich natural re¬ 
sources but do not yet have the capital or the 
knowledge and ability to use the existing 
techniques of production in order to utilize 
their natural resources. Hence their national 
and per-capita incomes are much smaller than 
they would be if there were enough capital 
and "know-how" in the economies. 

2. Natural Resource Utilization 

So much for the bare availability of nature 
resources as such, in our comparison of modern 


with feudal man. But although the natural 
resources of modern society in the world as 
a whole are still ample, it must not be for¬ 
gotten that some of them, being relatively 
inaccessible and costly to obtain or use, may 
have no immediate economic worth or sig¬ 
nificance. Furthermore, because the world is 
divided into countries with definite boundaries, 
no one country includes all the resources 
needed for the satisfaction of its citizens’ 
wants. 

On the other hand, the practical availability 
of natural resources has been greatly increased 
by technological developments and investment. 
In the technological sense, modern man has 
many more natural resources for want-satisfac¬ 
tion than had feudal man, even in spite of some 
depletion. For example, rubber trees were gen¬ 
erally unknown to feudal man. And even when 
technological improvements in navigation and 
map-making made possible the discovery of 
the trees, they were still a practically unusable 
resource. Not until vulcanizing was discovered 
in the nineteenth century was raw rubber 
available for the satisfaction of wants. But 
then in a few decades rubber products came to 
occupy an enormously important place in 
our lives. 4 


a. Production Techniques 

(1) Tools. The triumphs of modern tech¬ 
nology in the rubber industry have been 
duplicated in many other industries. Detroit, 
Pittsburgh, and many other American and 


4 Although our main interest in (his scecion is in the 
rchmques of using natural resources, it is extremely im- 
ortant to remember that resources do not come to be used 
i certain ways merely because it is technologically 
» use them so Resources must be economically as well a 
•chnologically available. Thus in the ninctcentxventiei i 
ccamc technologically possible to make rubber products 
om coal, petroleum, and grain, as well as from certai 
lants other than the rubber tree Yet the*e resources sserc 
ot u*ed lor rubber products until countries such as uc 
.any and the United States svere practically cut oil horn 
ie raw rubber of the East Indies by the exigencies«>1 s ar 
r preparation for svar. Why was this so> It was because 
rchnology had not yet managed to reJuce sulhcientl) 
asts of making rubber tires, hot water bottles, an 

ut of coal, grain, petroleum, or the guayule plant Tes 

•g.cally available before 1930. these resources were not 
ronomically ava.lable (ill much later because they .anu 
>e labor and machines and funds used with them 
>stly alternative uses in the making of „ 

ants and because natural rubber (and its attends J. 

I production) not only had no cheaper altemati , 

Iso svas the least costly resource to use in the making 
jbber products. 
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foreign cities stand as monuments to the 
achievements of modern technicians. The 
changes at the beginning of the so-called in¬ 
dustrial revolution in the eighteenth century 
started a shift in production techniques which 
has never stopped and which has permeated 
every aspect of modern life. The most spectacu¬ 
lar developments have come in the field of 
manufacturing and transportation, but new, 
machine methods have been applied extensively 
also in raw material production (agriculture, 
fishing, mining). Wholesale and retail trade 
have experienced relatively little change 
(except in amusements, e.g., motion pictures). 

There is no space here for listing even the 
major technological developments in each 
branch of economic activity, but a few out¬ 
standing changes may be mentioned. In power, 
there have been perhaps three main inventions: 
internal combusion engines, steam turbines, 
and electric generators and motors. 4 Not only 
have these inventions helped provide many 
new products; they have also helped cheapen 
many existing commodities and services. 
They have, moreover, by cheapening transpor¬ 
tation and by permitting the transmission of 
power over long distances, provided influences 
tending to counteract the effect of steam power 
on centralization of industry and population. 
In agriculture, self-propelled, power-driven 
machines plant, cultivate, and harvest many 
farm products. In mining, power drills and 
cutting machines and power cars anJ hoists 
have replaced man and mule power. The most 
spectacular development in this field has been 
strip-mining—the use of huge power shovels 
to remove soil “overburden” and dig up ore or 
coal that is relatively near the surface. In 
manufacturing there have been innumerable 
advances. Perhaps the most significant have 
come in the conveying of materials-in-process 
and in the use of machine tools. (“Machine 
tools" arc the basic instruments used in making 
other machines; they include laches, planers, 
boring machines, milling machines, and grind¬ 
ing machines.) The operation of machine 
tools, formerly requiring great skill and long 
periods of training, has been enormously 

‘ It is futile to speculate now on the potentialities of 
atomic power in peace-time uses. It may well be that the 
successful harnessing of this source of energy will brine a 
technological revolution beside which man s previous 
achievements will appear to have been child's play. 


simplified by the use of certain precision de¬ 
vices, called “jigs" and "automatic stops," 
which make the worker more of a semi-skilled 
machine tender than a craftsman needing 
great skill, judgment, and experience. As a 
matter of fact, the use of automatic machinery 
has also become common in many other manu¬ 
facturing operations. 

(2) Methods of Using the Tools. In the broadest 
sense the entire organization and operation of 
an economic system has to do with the methods 
of using the tools which technology has made 
available. In the present discussion, however, 
we employ the term "methods" to include 
only the more or less technical ways of utiliz¬ 
ing machinery, labor, and materials within 
productive enterprises. We focus attention on 
the major aspects of “management," on the 
main matters involved in coordinating pro¬ 
ductive facilities. (It is of course also true that 
management practices and methods are them¬ 
selves tools. In fact, the broadest view would 
hold that everything is a tool which man uses 
to help satisfy his wants from resources. 
Throughout this discussion, however, we have 
preferred to confine the term “tools" mainly 
to physical, concrete devices or implements.) 

(a) General Features. To begin with, there 
are two general features of modern enterprise, 
whether conducted in authoritarian socialist 
Russia, fascist-capitalistic Spain, or demo¬ 
cratic-capitalistic America. These features, 
which had their genesis before the industrial 
revolution, arc the factory system and division 
of labor by occupations and by tasks. Both 
have been discussed before and need no further 
comment here. 

(b) Management Methods. Additional tech¬ 
niques have been developed since the industrial 
revolution began. 4 The chief management 
tasks may perhaps be most easily explained 
and illustrated with respect to a new enter¬ 
prise. The manager of the firm decides on or 
is given orders on the specifications of the 
product he proposes to make or is told to 
make. He then determines, on the basis of his 
own estimates of the demand curve and of the 
cost curves, how many units of the product to 
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manufacture. At the same time he decides on 
quantities and qualities of the factor services— 
the raw materials, workers, machines, and 
funds needed to produce the given output. 
He plans the structure of the factory building 
on the basis of machinery ‘■lay-out,” and he 
arranges his machines with regard to the 
desirability of having an easy, direct, straight- 
line flow of goods-in-process from beginning 
to end. The establishment itself is located as 
carefully as possible with reference to availa¬ 
bility of power, labor, raw materials, markets, 
and other items. Great care is taken to build 
an efficient organization among the human 
beings hired for plant operation: Lines of com¬ 
mensurate authority and responsibility are 
drawn from top to bottom of the organization, 
and many techniques of engineering and psy¬ 
chology arc utilized to promote human co¬ 
operation, stability, and efficiency through 
careful selection, training, and maintenance of 
personnel. The motions of the workers on 
their jobs are studied in order to eliminate 
waste, and workers are trained to perform 
their operations in the most efficient ways 
discovered by such motion-study. Standards of 
output per unit of time arc set, and workers arc 
especially rewarded for attaining the standards. 

In the welding of labor, machines, and ma¬ 
terials into an efficient producing unit as a 
whole, a number of other techniques arc used. 
Machines arc constantly maintained in effec¬ 
tive operating condition. Orders for products 
from customers are scheduled, routed, and 
dispatched through the establishment by 
special control devices which aim to keep all 
workers and machines fully and effectively oc¬ 
cupied. The obtaining and storing of raw 
materials arc controlled so as to have on hand 
at all times sufficient quantities of specified 
qualities of materials and so as to prevent 
loss or waste in the operations. 

Two major devices which exercise general 
control over all operations are the planning 
budget and the cost-accounting system. Ef¬ 
ficient enterprises plan their operations well in 
advance; estimates of quantities and qualities 
needed (labor, machines, materials, funds) and 
of outputs to be produced are budgeted ahead, 
by weekly or monthly periods, and every effort 
is made to adhere to the master plan and to 
the sub-plans within the limits set by factors 


beyond the control of the enterprise. The 
budget plans or forecasts are based as much as 
possible on experience in the same or in similar 
enterprises. The most important part of this 
experience has to do with costs of facilities 
per unit of output produced and with receipts 
from sales per unit sold; the relation of costs 
to receipts determines the financial success of 
the firm s operations and affects importantly 
all decisions concerning future operations. 
Even new enterprises with no previous actual 
experience or records plan their operations on 
the basis of estimated costs and receipts. 
Among all firms the techniques of cost account¬ 
ing are rather elaborate and involved. 

(c) Balance Sheets and Income Statements. 
Whether or not an enterprise uses the detailed 
techniques of cost accounting, it almost al¬ 
ways employs some accounting methods to 
measure its financial position and degree of 
success at any given point of time or over any 
given period of time. (The use of accounting 
techniques is not confined to modern times; 
they were known and to some extent used at 
least as far back as the latter part of the 
Middle Ages, when capitalistic enterprise 
had its beginnings. But the scale and com¬ 
plexity of modern enterprise is so great that 
modern accounting practices arc a great deal 
more elaborate and refined than previous 
ones.) The device which reveals an enter¬ 
prise’s financial condition at a given mo¬ 
ment is known as the balance sheet (some¬ 
times called the capital account); the device 
which reveals its condition over a given 
period of time is known as the income statement 
(sometimes called the profit-and-loss state¬ 
ment). A balance sheet consists essentially of 
two things: a statement of assets, the money 
value of an enterprise’s wealth; and a state¬ 
ment of liabilities, the money value of other 
persons' or enterprises’ claims on the wealth of 
the enterprise (i.e., the money value of the 
enterprise’s debts and obligations). Below is 
a simplified example of a balance sheet state¬ 
ment. , 

It will be noted that the assets are of two 
main kinds: fixed or durable and current or 
non-durable. (Another classification of assets 
could have been made: the first six items couia 
have been called material items or wealth, ana 
the last three could have been immaterial or m 
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The Migraine Manufacturing Enterprise 

• 


(Wy 1. 

1950) 


AsMll 


Liabilities 


Fixed assots 


Creditors’ claims 


Land 

$ 800,000 

Fixed or long-term cloims 

$ 1,000,000 

AAA AAA 

Plant building 

1,100.000 

Bonds 

Machinery & equipment 

1.200,000 

Mortgages 

Current or short-run claims 

200,000 

Current assets 


Accounts payable 

266,000 

Raw materials 

170.000 

Notes poyoble 

119,000 

Goods in process 

195.000 



Finished goods 

125.000 


2,000,000 

Accounts receivable 

240.000 

Capitol funds invested 

Notes receivable 

87.000 

Surplus 

300,000 

Cash 

158,000 

Undivided profits 

190,000 

Total assots 

S 4,075.000 

Totol liabilities 

$4,075,000 


tangible items or claims to wealth. "Accounts 
receivable” and "notes receivable" are items 
which in effect represent credit or loans ex¬ 
tended by the enterprise to customers or others. 
"Cash” means money, which represents a 
general claim on tangible items or wealth.) 
The liabilities, it will be observed, arc also 
of two main sorts: the amounts of money 
which the enterprise owes by contract to out¬ 
siders and the amounts of money it "owes" to 
insiders, namely the owners. It can be easily 
seen that the total value of the owners’ claims 
are equal to the total value of the assets minus 
the total amount of the outside creditors’ 
claims. This figure represents the net worth of 
the enterprise to its owners, and, since the 
amount of net worth (sometimes known as 
"owners' equity") belongs to the owners 
rather than to the enterprise, it is entered in 
the account as a liability. This fact explains 
also why the total assets and the total lia¬ 
bilities are equal in amount. They are always 
equal in all solvent enterprises. Only when 
enterprises are insolvent—i.e., when the total 
amount of creditors' claims exceeds the total 
value of assets—can total liabilities exceed 
total assets; under such circumstances, owners’ 
equity is wiped out and net worth is negative. 

Two other noteworthy points about our 
imaginary balance sheet are («i) the distinction 
between fixed and current assets and between 
fixed and current liabilities; and (£) the rela¬ 
tion of current assets to current claims of 
creditors. Fixed assets are those not readily 
convertible into cash for the payment of debts; 
they are durable and cannot be replaced with 
relative ease and promptness. Current assets 


have the opposite characteristics; they are 
liquid. Fixed claims of creditors arc debts 
which do not, with the exception of interest 
payments, require money outlay or repayment 
for a relatively long period of time (commonly 
more than a year). Current claims, on the other 
hand, must be met soon after the obligations 
have been incurred. It is this fact that high¬ 
lights the importance of the relation of current 
assets to current debts: There should always be, 
in any enterprise, at least enough current, liquid 
assets to meet all current outside claims on the 
enterprise. Otherwise, even though the enter¬ 
prise may be perfectly solvent in the long run 
—on the basis of the relation of total assets to 
total creditors' claims—it may find itself in 
bad financial repute. 

The balance sheet is by itself neither a 
sufficient standard of financial success nor an 
adequate device of control. This is mainly 
because the money value assigned to the fixed 
assets may not represent their true present 
worth for the production of future income. 
Thus the total value of assets may be over¬ 
stated or understated depending on the owners' 
degree of honesty and conservatism and on the 
adequacy of the accounting methods used. The 
really critical question has to do with the en¬ 
terprise's ability to operate currently with an 
excess of receipts over expenses or costs. 
Consequently, the income statement is ex¬ 
tremely important. A simplified, imaginary 
illustration of one is given below. It shows an 
excess of receipts over all costs, specific and 
general. (The income statement is of course 
not unrelated to the balance sheet; net income, 
for example, may enter into "surplus.") 
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The Proud Oil Enterprise 
(July 1. 1950—June 30. 1951) 

Total receipts 


S 1.563,800 

Cost of goods sold (expenses thot ore specifically allocable to amount sold) 

1,122.000 

Labor 

$ 385,000 

Materiols ond supplies 

503.000 


Net Inventory 

124.000 


Other costs 

110.000 



S 1.122,000 


Gross income 


441,800 

Other deductions (general expenses) 

350,300 

Administrative expenses 

$ 50.200 

Interest on indebtedness 

36,000 


Toxes 

87,000 


Depreciation 

88,200 


Rent 

51,000 


losses ond bad debts 

37.900 



S 350.300 


Net Income 


91,500 


b. Social Organisation and Control 

The preceding discussion has briefly outlined 
the tools and techniques which modern man 
has developed for the utilization of natural 
resources to satisfy his wants. The vastly in¬ 
creased productivity of these tools and tech¬ 
niques has been emphasized. We have now to 
look at the ways in which economic activity 
and enterprise are organised in modern economic 
society. As with the other real-life societies 
which we have surveyed, we must consider the 
institutions and other environmental forces which 
condition the allocation and employment of 
natural and other resources. 

To accomplish this portion of our brief 
survey, we must distinguish different sovereign 
nations. It is true that no country is a closed 
economy or a wholly self-sufficient one; each 
national economy depends in greater or less 
degree upon what happens in others. It is also 
true that within a given big national economy 
there may well be, and there usually are, 
regional differences in resources, knowledge of 
techniques, and social organization. But the 
nation is the unit of supreme political-eco¬ 
nomic control; the national government exer¬ 
cises what we know as ■‘sovereignty,” and 
true or full sovereignty does not belong to 
any economic-political unit within the nation 
or, thus far, to any organization of nations. 
There is, moreover, general uniformity of social 
organization within a nation. Accordingly, 


our review at this point must differentiate 
among various important forms of social 
organization prevailing at the national level: 
democratic capitalism, as found in the United 
States of America; fascist capitalism, as found 
now in Spain and, before the second world 
war, in Nazi Germany and Italy; democratic 
socialism, as found, in its beginnings at least, 
in Great Britain and certain other members of 
the British Commonwealth; and authori¬ 
tarian socialism, as found in Soviet Russia. 

Let us then try to obtain a summary com¬ 
parative view of the general goals and the 
general methods of economizing in these four 
kinds of economics. In doing so we must bear 
in mind that each is a mixed economy. That 
is, none is purely one thing or another in its 
social organization and methods of economiz¬ 
ing. One will have more elements of monopoly 
than another or less government control than 
another, and so on. Unlike most of our hypo¬ 
thetical economies of Part Two, the real-life 
economies are mixtures in degree of competi¬ 
tion and monopoly and in degree of govern¬ 
ment control. As already stated, in terras of the 
three-dimensional Chart 120 they arc not on 
the "floor” or on one of the "walls. They 
arc "suspended” at various places between. 

(1) General Goals of Economising . We have 
always considered two possible general goals 
of economizing: (a) The full utilization of 
resources; and O) the priority of want-satis¬ 
faction—whose wants shall be satisfied how 
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much. How do our four modern economics 
stand on these goals at the middle of the 
twentieth century? 

On the first goal, there is entire similarity 
or agreement and great awareness of the prob¬ 
lem. The governments and the inhabitants 
of each nation, particularly after the expe¬ 
riences of the fourth decade of the century, 
all wish to have full employment of all avail¬ 
able economic resources. The governments 
want full utilization because failure to provide 
it or contribute to it spells political doom. The 
inhabitants desire it because they desire maxi¬ 
mum satisfaction of wants. 

On the second goal there is no such unanim¬ 
ity. In the United States the officially espoused 
principle for distributing the national income 
is market advantage, based on productivity. 
Actually the principle is market advantage 
alone—i.e., market advantage based on pro¬ 
ductivity or on any restrictive practice that 
"can be gotten away with." In fascist capital¬ 
istic countries the principle seems to be the 
same as in America—but with this important 
addition: Market advantage of the restrictive, 
exploitative type is best to be attained by 
acquisition of political power. Here the largest 
shares of total income are sometimes taken by 
thedictator and his gang, with smaller, "main¬ 
tenance" shares, plus many free "circuses," go¬ 
ing to the "masses" of citizens whomayorraay 
not be connected with the Party. Democratic 
socialism and authoritarian socialism are 
somewhat similar in their tendencies, but they 
differ in methods. Both honor the productivity 
principle with respect to the labor resource; 
there is payment in accordance with contribu¬ 
tion to output. But with respect to the capital 
resource the cquality-plus-need principle is 
espoused. Democratic socialism tries to make 
this principle operational by taxing very 
heavily the income from privately owned capi¬ 
tal and by paying family allowances and other 
bounties to all households, according to size 
of family. Authoritarian socialism attempts to 
distribute equally a "social dividend" from 
state-owned capital by providing a multitude 
of state services, ranging from parks and "cir¬ 
cuses" to medical care and housing. 

(2) General Methods of Economising. Certain 
features of economic operation and organiza¬ 
tion are to be found in all four economies. 


These common features include: (a) round¬ 
about, long-period production in anticipation 
of consumer demand, facilitated by the grant¬ 
ing of credit to enterprise and involving to 
some degree the elements of risk anJ uncer¬ 
tainty: (£) the exchange of products and factor 
services between households and producing 
units, based on various kinds of specialization 
and conducted in various kinds of markets 
through the use of various devices and agencies 
which influence the money prices at which 
goods are exchanged for each other and 
which, in effect, ration and distribute the 
goods among the different households; (r) 
the carrying on of these kinds of activities by 
human beings , all of whom influence the process 
and the activities to some extent by making 
certain economic-political decisions, and some 
of whom exercise particularly potent influence 
by making the more important economic- 
political decisions; and (</) the influencing of 
human beings in their economic-political 
decision-making by certain important hered¬ 
itary and environmental forces. 

Thus we see that the four economies are 
similar in that money is used as a medium of 
exchange and as a standard and store of value; 
and production and consumption arc regulated 
to some extent by market mechanisms. The 
economies arc also similar in that the national 
governments are all involved to an important 
extent in the control of economic activity. 
This is a very significant fact and has resulted 
mainly from (*) the attempts of private eco¬ 
nomic units to obtain and secure economic gain, 
and (£) the great improvement in technology, 
which has been responsible for the extreme 
interdependence and complexity of a modern 
economy and for the development of enormous 
power-aggregates among households and firms 
(unions and trade associations). A laissez- 
faire attitude of government, such as that which 
we assumed for all our hypothetical private- 
enterprise economies in Part Two, is actually 
impractical for political-power reasons in a 
real-world modern society. 

As we have seen, advanced technology may 
increase the likelihood of economic break¬ 
down. It may also vastly increase the dire con¬ 
sequences of such a breakdown. When break¬ 
down occurs, the citizens, like Paleolithic 
people in pre-historic times, blame their 


744 


HISTORICAL SURVEY 


medicine-men (priests) or secular leaders 
(warriors). This blame in modern times attaches 
to the political leaders, the existing govern¬ 
ment. The government, knowing this, cannot 
afford laissez-faire. It must interfere with 
economic activity at least to the extent of 
trying to prevent or mitigate the effects of 
economic breakdown so as to maintain its 
hold on the attitudes of the citizens. 

But there are also very important differences 
among the four economies, and these differences 
lie in the degrees of control which the respec¬ 
tive governments exercise over the functions 
of money, the market mechanisms, and the 
power-aggregates that operate inside the 
economy. 

Consider first the United States. The extent 
of government control over money and markets 
is at once smaller and more complex than in 
the other three societies. It is smaller in that 
private enterprise is the prevailing way of 
having goods produced; in the United States 
most of the economic decisions are still 
privately made. But government control is 
more complex in America in that there are a 
great many statutes and regulations affecting 
private economic decisions and there is usually 
no synthesizing, integrating philosophy or 
policy pulling these statutes and regulations 
into a unified pattern. In one year a certain 
important economic problem arises or is the 
culmination of a series of similar problems; so 
a statute is improvised and administered to 
' solve” the problem, with little concern over 
whether this statute is consistent with other 
statutes and controls. This is the method of 
political democracy—to improvise and be 
expedient to the immediate situation. It is 
part of the utility of economic-political liberty, 
and it is one of its costs. But the following 
seems to be true, whichever political party is 
in power: Through all the tugging and haul¬ 
ing, backing and filling, there has been a 
"secular trend” of increasing government con¬ 
trol over money, markets, unions, firms, and 
firms’ organizations. This is the tribute on 
private enterprise levied by technological prog¬ 
ress and economic change. t . . 

Now the backing and filling (the cyclical 
fluctuations”) of government control in demo¬ 
cratic-capitalistic America results in part from 
another characteristic of democracy itself—the 


fact that government is not a higher-level 
abstraction but the resultant of the pressures 
exercised politically by the power-aggregates 
of unionized households and organized firms 
(including organized farmers). These pressures 
are exercised not only during the periodic 
election campaigns but also during the incum¬ 
bency of any political party in the seats of 
government. These pressures are thus respon¬ 
sible for cyclical waves of regulation and con¬ 
trol. These waves are also part of the utility 
of democracy and must be so recognized. But 
they also are part of democracy's costs. 

Thus in the United States there has been a 
secular trend of increasing government control 
over private economic decisions and there have 
been cyclical fluctuations in such control. But 
the economy as a whole is a private-enterprise 
economy. 

In the authoritarian economics one political 
party becomes the government for what seems 
to be an indefinite period. Under democratic 
socialism there are still free elections as known 
in the United States; however, in most cases the 
voters seem consistently tore-elect the socialist 
party. Under fascist capitalism and authori¬ 
tarian socialism the elections, if held, are one- 
party affairs. In any case the government is, 
for the most part, above the pressures and 
pulls of a capitalist-democratic society. In this 
position the government can do two things: It 
can greatly increase the extent of control over 
economic activity. And it can greatly simplify 
the nature of control; it can devise and operate 
an integrated, consistent program of control. 
These two things are part of the utility and 
part of the costs of such a political system. 

D. Summary 

In these two chapters we have covered some 
of the main features of the several kinds of 
political economies that have existed since the 
beginning of human times on this planet, e 
have seen how the process and the results ot 
economizing were affected in every case by t c 
social organization that was created. In the 
broadest sense man created or worked out 
(mainly by trial-and-error methods) a form ot 
social organization calculated to provide suc¬ 
cessful adaptation to and survival in his en¬ 
vironment. In the political-economic sense man 
created the kind of social organization, mclud- 
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ing government, which he believed would be 
most successful (1) in allocating available eco¬ 
nomic resources for maximum want-satisfac¬ 
tion; (2) in utilizing resources fully; (3) in 
distributing want-satisfaction in accordance 
with the accepted goal of economizing; and (4) 
in allocating social resources between the de¬ 
sire for security and the desire for individual 
freedom and self-expression so as to maximize 
social want-satisfaction. 

Now the availability of economic resources 
depends in part on the stage of technological 
progress, which in turn depends largely on the 
sort of physical and social environment in 
which man lives. Uptotheendof the mediaeval 
period technology was relatively simple. It 
did not make available an amount of resources 
sufficient to provide large economic surpluses 
in any economy. Consequently we find that up 
to that time the social resources were allocated 
mainly in favor of security. Governments were 
mostly authoritarian, and there was much em¬ 
phasis on collectivism and communal sharing. 

Then ''came the revolution"—the changes 
that resulted in a great quickening of techno¬ 
logical progress and a large increase in economic 
surplus. Man could now afford the luxury of 
liberty, the liberty that with the ideological 
revolution came to be so ardently desired. So 
we find during the next two centuries (roughly) 
the glorification of democratic capitalism, 
political and economic liberty, free private 
enterprise. This regime fathered great and 
rapid economic and technological progress. 

But the gains were far from unalloyed. This 
progress involved not only the production of 
radios, bathtubs, washing machines, automo¬ 
biles, railroads, telephones, and airplane trans¬ 
port. It also produced the coercion of house¬ 
holds as sellers of labor and as consumers; 
urban and rural slums; great inequalities in 
the distribution of incomes; class conflict; 
waste and underutilization of available eco¬ 
nomic resources; great economic interdepend¬ 
ence; and, in general, great insecurity. 

Private, individual efforts to provide security 
and to solve the above problems were of little 
avail. For large numbers of citizens beset with 
these problems individual freedom came to 
seem less precious than it had to their for- 
bearers. Households began to organize and 
surrendered parts of their freedoms to their 


unions. But the unions were labor unions, and 
the firms continued to control the accumula¬ 
tions of savings. Moreover, no union and no 
firm was large enough to solve the above prob¬ 
lems over-all. As a result industrial and class 
conflict in many economies became deeper, 
wider, more bitter. 

Under these circumstances, although at dif¬ 
ferent stages in different economics, the govern¬ 
ment took a hand, in one way or another. 
There seemed to be no other agency large 
enough and strong enough to cope successfully 
with the problems of a large modern industrial 
economy. In some countries the forms of 
democratic capitalism were retained, and 
government regulation and control were 
tremendously increased. In other countries 
conditions were such that a fascist or socialist 
revolution took place, and a strict one-party 
authoritarian government was established. In 
the first class of country there is still an effort 
to find a nice balance between individual 
freedom and security. In the second kind, the 
individual freedom of the nineteenth century 
is regarded as an outmoded, intolerable luxury, 
and the emphasis is almost altogether on eco¬ 
nomic-political stability and security through 
the action of the central government. 

There has thus been in all economics a great 
increase in the extent of government control 
over economizing during the twentieth century. 
There arc also, in this decade of the twentieth 
century, two main, conflicting ideas about how 
social resources should be allocated. There is 
of course a third ideology, the democratic- 
socialistic one, which professes to offer a com¬ 
promise solution of the freedom-security issue; 
and in the end, indeed, it may prevail. But 
right now there are two main approaches— 
democratic capitalism, with government regu¬ 
lation, and totalitarianism—and there is in¬ 
ternational rivalry between them. 

Now if the real world were constituted like 
the make-believe one housing our hypothetical 
economies in Part Two, there would be no 
cause for concern about opposing economic- 
political ideologies, and in fact rivalry between 
them might be healthy. In our make-believe 
world we found the citizens of each economy 
happy with their own form of social organiza¬ 
tion, tolerant of others, not at all anxious to 
have any other economy change its social 
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organization, and not afraid that some other 
country would try to make them change theirs. 
In the real world, however, the democratic- 
capitalistic economies appear to fear peaceful 
or war-like encroachments from the totali¬ 
tarian economies, and vice versa. There is, in 
short, the worst insecurity of all, international 
insecurity—insecurity among sovereign na¬ 
tions. This fact is enough to cause alarm among 
peace-loving human beings at any rime. But 


today international insecurity, coupled with 
such supreme technological achievements as 
the devastating atomic bomb and germ and 
chemical warfare, presents a truly paralyzing 
prospect. 

Let us now plunge into a fairly detailed 
study of some of these economies whose forms 
of social organization for economizing are so 
at variance as to raise the terrible specter of a 
third world war. 



Part Three * Section B 

THE UNITED STATES OF AMERICA 


35 The Setting for Economizing 


A. Introduction 

1. The Problem and the Plan of Discussion 

Some of the adjectives that have been 
used at various recent times to characterize 
the political economy known as the United 
States of America arc "big," "powerful," "ma¬ 
terialistic," "idealistic," "heterogeneous,” 
"competitive, ""monopolistic, ""democratic," 
"capitalistic," "selfish," "unselfish," "peace- 
loving," "lawless," and "imperialistic." 
Among these words there are only three 
whose meanings are not in some degree in- 


A. Introduction 

1. The problem and the plan of discimion 

2. The cultural background 

B. The Wanes and Preferences of the Households 

1. The number, sire, and distribution of house¬ 
holds 

2 General nature of the households' waots 

a. The over-all pattern of wants 

b. The measurement of the wants 

c. The determinants of the wants 

0) Influence of the physical environment 
(2) Influence of the cultural environment 
) Preferences among particular present consump¬ 
tion goods 

a. The determinants 

b. The preferences 

c. The households' indifference curves 
0) The slopes of the curves 

(2) The positions of the curves 

4. Preferences between leisure and income 

a. Slopes of the curves 

b. Positions of the curves 



5. Preferences between present consumption and 
saving 

a. The slopes of the curves 

b. The positions of the curves 

(1) Relation to the interest rate 

(2) The income demand for present consump¬ 
tion and the income supply of savings; 
the propensities to consume and to save 

6. Preferences between freedom and security 


consistent with the meanings of one or 
more of the others. These three arc "big," 
"powerful," and "heterogeneous." The last- 
named is a very apt one-word description of 
the American society and provides a basis 
for understanding that all the other char¬ 
acterizations here listed are in some degree 
accurate, even though contradictory. In short, 
the United States is a "mixed economy" in 
every sense of the word. At practically every 
step of our study of this society we shall have 
to draw on material that we have learned in 
surveying the different model economics of 
Part Two. 

The plan of discussion for these ten chapters 
is the same as that employed for all the preced¬ 
ing surveys: We deal first with the setting 
within which economizing takes place. Here 
we regard the households’ wants and resources; 
the techniques employed by the firms which 
organize the households' resources; and the 
social organization that conditions the goals 
and methods of economizing. Second, we 
study the economizing of individual house¬ 
holds and individual firms and of groups of 
households and firms in the dynamic American 
setting. Third, we look at the operation of the 
economy as a whole. 

It is worth noting that ten chapters give no 
space-measure of the importance of the Ameri¬ 
can economy or of our knowledge of the nature 
and results of its operation. Actually all the 
preceding chapters in this book may be thought 
of as being concerned with the United States 
(or for that matter with any other real-world 
economy). For in those chapters we learned 
the principles and acquired the tools that 
enable us to begin to understand any economy. 
Therefore practically the whole book may be 
thought of as devoted to the United States— 
or to any other economy. 

In following this plan our task will be two- 
told: ( 1 ) to understand the conditions affecting 
the allocation of the economy’s resources and 
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the degree of utilization of these resources; 
and ( 2 ) to appraise the allocation and the 
utilization of resources in terms of economic- 
political welfare. 

2. The Cultural Background 

The story of America is the story of the 
colonization and population of a vast, rich 
continent by men and men's ideas. The men and 
the ideas came first from the semi-authori¬ 
tarian, mercantilist, sea-faring nations of 
Western Europe (Great Britain, France, Spain, 
and the Netherlands) in which the seeds of 
economic, political, religious, and scientific 
freedom had been planted and had begun to 
grow. These seeds were transplanted in the 
northern and southern portions of the Atlantic 
seaboard by a variety of religious, economic, 
and political adventurers and fortune-hunters. 
And as with all such transplantings, the fruit 
of the seed became, in the specific new environ¬ 
ments, something special—something different 
from the Old-World fruit from similar begin¬ 
nings. 

The “revolutions” mentioned in Chapter 34 
came to something special in America because 
of the home-country circumstances under which 
America was colonized and because of the 
American circumstances under which the con¬ 
quest of the continent took place. Among the 
home-country circumstances were political, 
economic, and religious frustration or oppres¬ 
sion for numerous inhabitants of the countries 
of Western Europe; America became the prom¬ 
ised land for those victims of this frustration 
who were strong enough to brave the rigors 
of sea passage and colonial life. Among the 
American circumstances were the richness of 
natural resources; the diversity of the natural 
environment in conjunction with the diversity 
of motives among the colonists; and the great 
size of the continent which provided an 
“escape-valve" frontier until almost the close 
of the nineteenth century. It is the combina¬ 
tion of all these things that has produced the 
political economy to which all the adjectives 
used at the beginning of this chapter (and a 
good many other adjectives also) may to some 
degree be properly applied. The United States 
is "big," "powerful," and “materialistic 
because the country is big, its natural and 
human resources are diverse and plentiful, and 


its production technology (which began to 
develop rapidly when the industrial revolution 
took hold just before the Civil War) is more 
advanced than that of any other economy. It 
is “idealistic" and “unselfish" because of the 
heritage of the “founding fathers"—ideals of 
political, religious, and economic liberty— 
and because of the “good-neighborliness" 
engendered on the frontier. Its citizens are 
“selfish" and “competitive" and “capitalistic" 
and “democratic" because these things follow 
from the creed of economic-political liberty. 
Various degrees of “monopoly” also come 
from this creed; if firms or households arc free 
to compete, they are also free to try to restrain 
competition until the government to some 
extent abandons the laissez-faire philosophy. 
The citizens are "lawless" in comparison with 
those of older, more homogeneous, and more 
settled economics, because of the frontier 
tradition and the heterogeneity of the popula¬ 
tion; it takes a homogeneous population unJer 
the influence of a competent, stable government 
and under deep-rooted custom to remain law- 
abiding in the face of provocation. As a nation 
America is “peace-loving" because of its 
wealth and its relative self-sufficiency. It may 
be considered “imperialistic" in its relations 
with other nations to the extent that, remem¬ 
bering past aggressions by other nations, it 
tries to protect its wealth from further aggres¬ 
sion. 

Finally, America is heterogeneous as few 
other countries are. It is diverse in its resources, 
both natural and human. It is diverse in the 
culture traits of its inhabitants. And this mixed 
quality is rooted in its size and in its hospitality 
or receptivencss (until well into the twentieth 
century) to a variety of men and of men’s ideas. 
Geographically the country has two long 
coastal areas, the eastern and the western, each 
separated to some extent by mountain barriers 
from the vast interior drained by the Missis¬ 
sippi river and its tributaries. Lying in t ie 
north temperate zone of prevailing westerly 
winds, the country has (because of the topog¬ 
raphy just mentioned and because of the great 
distance between its northern and southern 
boundaries) a great variety of climatic condi¬ 
tions which have exerted decisive influence on 
the economic activities and political vie 
of the households and firms located in the 
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TABLE Estimated Number oj American Households, 1930-1960 (in millions) 

42 



1930 

mm 

1950 


Total Number of Households 

30.0 




Private households, total number 

29.9 




One-person households 

2.4 




Two-person households or larger 

27.5 

31.3 



Other households, 3 total number 

0.07 

0.08 

MZm 

0.1 1 


Source: Data of U.S. Bureau of the Census and dalo in J. F. Dewhurst and associates, Amtmo'i Needs and Resources, Twentieth 
Century Fund. New York. 1947, p, 39. Figures for 1930 and 1940 are adjusted dalo of U.S. Bureau of the Census. 
Figures for 1950 and 1960 estimated by Census Bureau ond adjusted. 

“Includos penal institutions, orphanoges. homes for aged, institutions for mentol ond physical defectives, ond other quasi¬ 


households. 

several regions. This variety of climatic and 
topographical conditions, together with the 
nature and location of the natural resources, 
has given rise to significant differences in 
sectional interests or has emphasized sectional 
differences arising from other causes, such as 
the variety of beliefs and attitudes among 
immigrants from many different parts of 
Europe. 

B. Tiih Wants and Preferences or the 
Households 

In this section we shall deal with (1) the 
number, size, and distribution of American 
households; ( 2 ) the general character of their 
wants; and (3) their preferences with respect 
to (<i) present goods; (A) leisure versus income; 
CO present consumption versus saving; and 
00 freedom and security. 

1. The Number, Size, and Distribution of 
Households 

In terms of the definition of "household" 
given on page 134, how many households are 
there in the United States? Table 42 presents 
estimates for four different years. The number 
of private-family households for 1950 is 
estimated at about 40 millions. The number of 
"other households" for that year is estimated 
at about 90 thousand. 

The average size of the non-private household 
is much greater than that of the private house¬ 
hold; the estimated figures for 1950 are, respec¬ 
tively, about 90 persons and 3-5 persons per 
household. But, because the total number of 
private households is so much larger than the 


number of other households, the total number 
of consuming persons who are part of private 
households is a great deal larger than the 
number contained in the other group. 

The average size of private households has 
been declining steadily for many decades. 
According to census data, the average in 1900 
was just under five persons per family, while 
in 1950 the average is estimated to be about 3 5 
persons. The figures showing median size of 
family have likewise declined steadily. 

Of the almost 40 million private households 
estimated for 1950, about 62 percent were 
located in communities called urban, i.e., in 
communities having populations of 2500 or 
more. About 16.5 percent were farm families, 
the remainder (21.5 percent) were off farms 
but in communities of less than 2500 popula¬ 
tion. 

Some indication of the geographic distribu¬ 
tion of private households may be obtained 
from the population map of the United States 
presented in Chart 121. In general most of the 
households are located in the eastern half of 
the country, with most of the concentration 
in the north-eastern part. About 27 percent 
are in the nine states comprising the New 
England and Middle Atlantic regions, which 
includes the large metropolitan areas of Boston, 
New York, and Philadelphia. An additional 
21 percent are in the five states of the East 
North Central region, which includes Cleve¬ 
land, Detroit, and Chicago. In other words, 
looking at the entire country, we find that 
almost 50 percent of the households are in the 
northeastern "quarter." 
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CHART Population Distribution of the United States: 1940 

121 



Based on daia of U S Bureau of the Census. 


2. General Nature of the Households' Wants 
We shall use the term "wants" here to refer 
to the over-all pattern of the households 
desires for economic-political goods of all sorts. 
Then "preferences’" refers to the relative inten¬ 
sities of households" desires for particular 
goods. Our present interest is in the house¬ 
holds" wants in general rather than in the 
wants for (preferences among) particular goods. 

a. The Over-All Par rent of Wants 

In Sorokin s terminology the general culture 
pattern of American households is a sensate 
one. Although there are noteworthy excep¬ 
tions, American households are, by and large, 
highly materialistic and practical. They 
love "conveniences," "comforts," "gadgets.” 
They rarely stop to question whether or not 


lcsc things really make for happiness or well- 
sing. It is part of the generally accepted way 
F living to wish to consume lavishly and to 
ave enough leisure for the enjoyment of such 
msumption. As to saving, all the motives 
perative in our model economics—the desire 
>r power, security, and social esteem—m- 
uence the accumulation of savings in America. 

In trying to attain want-satisfaction Irom 
resent goods, leisure, and savings-accumula- 
on American households are socially com- 
ctitive in a rather extreme degree, me 
egree of satisfaction of the desires for power 
rid social esteem depends mainly on the degree 
f "success" in the effort to acquire large 
loney incomes and to parade the goods that 
in be bought with the incomes before tnc 
/es and ears of envious neighbors and co- 
■agues. "Conspicuous consumption is a terra 
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TABLE 

43 


Distribution oj Consumption Expenditures oj American Households by Major 
Items oj Expenditure 


Year 

Percentage of Total Expenditure Mode On 

Food, 

liquor, 

and 

Tobacco 

Clothing, 
Accessories, 
and Personal 
Core 

Housing 

ond 

Utilities 

Household 

Equipment 

ond 

Operation 

Consumer 

Trans¬ 

portation 

Medical Care, 
Insurance, 
Deoth 
Expenses 

Recreation 

Private 

Education 

Religion 
ond Private 
Social 
Welfare 

1909 


15.2 

23.8 


5.6 

3.8 

3.0 

1.4 

2.9 

1919 


16.1 

16.7 


8.5 

4.6 


1.2 

2.5 

1930 

mm 

14.7 

19.2 

fESfl 

9.7 

6.0 

19 

1.6 

2.0 

1940 

31.0 

13.9 

17.8 

m&m 

10.4 

6.7 

4.6 

1.6 

1.6 

1950* 

31.1 

14.0 

16.6 

13.0 

10.9 

6.6 

4.9 

1.5 

1.4 

1960* 

30.6 

13.9 

15.9 

13.0 

12.2 

6.5 

5.1 

1.5 

1.3 


Source: J. F. Dewhurst ond Associates, Amerko'i Nee<#i ond ftosouxes, Twentieth Century Fund, New York, 1947, pp. 8 1, 87. 
* Estimated. 


chat has been aptly used to describe the scramble 
to keep up with the Joneses. It may be recalled 
that "conspicuous saving" in the form of 
durable consumer goods such as houses and 
automobiles is a notable accompaniment—in 
fact a part—of conspicuous consumption. 

American households resemble the house¬ 
holds of Monocompia and Oligopia in their 
wants. That is, they are (1) partially ignorant 
of the nature of the alternatives (products, 
working conditions in firms, etc.) among which 
they must make choices; (2) desirous of a 
certain amount of security in their economic 
dealings; (3) desirous of identifying themselves 
with the firms from which they buy products 
or for which they work; (4) desirous of a 
variety of products and firms among which 
to choose; and (5) subject to inertia and habit 
once they have made choices. As in Mono* 
compia and Oligopia, these characteristics 
make for a certain amount of dependence on 
rather than sovereignty over firms. It is very 
important to remember these things in our 
later discussions of economizing. 

b. The Measurement of the Wants 

Can the wants of American households be 
measured? If so, how? Our question here relates 
not to utility or wint-satisfaction but to the ex¬ 
tent to which goods in general are desired by 
American households. The answer is that there 
is no direct way of measuring the wants. The 
pattern of actual consumption of present goods, 
which is shown for a half century in Table 43, 


provides a partial indication; clearly if the 
goods had not been wanted, the households 
would not have bought or consumed them. 
But the amounts and varieties of goods that 
are available for present consumption, although 
produced by firms in response to or in anticipa¬ 
tion of the expressed wishes of households, 
depend also, as we know, on the resources and 
technology of the economy. Whatever the 
amount and nature of consumption, we have 
no accurate or complete indication of house¬ 
holds' wants as such. Consumption merely 
represents, so to speak, the intersection of 
demand with supply. That this is true may be 
understood if we consider an economy, such 
as New Zealand's, which is relatively poor in 
certain important natural resources such as 
coal and iron ore. New Zealand households arc 
mainly sensatc with respect to wants; theirs 
is not an ideational or ascetic culture. They sec 
American motion pictures and read American 
magazines; they want most of the things that 
Americans want and have. But New Zealanders 
in general do not consume many of these things: 
If we judged their wants by their actual con¬ 
sumption, we should be very wide of the mark. 

Thus the data in Table 43 give us only an 
indirect and partial picture of the wants (and 
the preferences) of American households. 

C. The Determinants of the Wants 

Where do the wants come from? What makes 
the households want what they do? As our 
discussion in Chapter 2 and other chapters has 
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shown, the wants of American households may 
be thought of in the broadest sense as being 
determined by the human inborn or hereditary 
drives and by the physical and cultural environ¬ 
ments. Our discussion of sensate and ideational 
societies indicates that there are a number of 
possible satisfactory channels through which 
the basic human drives may find expression. 
Therefore the over-all wants of American 
households may be said to be conditioned 
mainly by the American physical and social 
environments. 

(1) Influences of the Physical Environment. The 
conditions of the physical environment include 
mainly the related items of climate; topog- 
raphy, i.e., the physiographic features of 
mountains, plateaus, plains, rivers, and natural 
harbors; and other natural resources, such as 
forests, mineral deposits, and arable land. 
As already pointed out, these conditions vary 
markedly in so large an economy as the United 
States, producing distinct regional differences 
in wants; for example, the households in the 
southeastern section want fewer clothes than 
those in the northeastern section. But our 
interest here is chiefly in the over-all pattern 
of American wants. The fact that almost the 
entire country is located in a temperate 
climatic zone rather than in the tropics or in 
the far north, and the fact that this relatively 
temperate climate is characterized for the most 
part by day-to-day as well as seasonal changes, 
makes for a vigorous, ■'wanting" population. 
The variety of topography and the abundance 
of certain features, such as rivers and harbors, 
plus the variety and abundance of the other 
natural resources, makes possible the produc¬ 
tion and exchange of a great variety and abun¬ 
dance of consumption products and thereby 
conditions households’ wants; for, as we 
have seen, wants, resources, and technology 
in the dynamic world are interdependent basic 
economic determinants; each conditions the 
others. 

The nature of the natural resources them¬ 
selves is discussed in a subsequent section. 

(2) Influence of the Cultural Environment. Of at 
least equal importance in determining the 
wants of American households arc certain 
elements of the American social environment. 
Among these are technical and other knowledge, 
human and capital resources, customs and 


beliefs, religion, and law. Human beings, using 
capital resources in conjunction with natural 
resources, create products which influence 
human wants—i.e., influence the specific ways 
of satisfying the basic human urges. Here again 
we observe the interdependence of wants and 
resources-technology. Resources and tech¬ 
nology, for example, make motion pictures 
possible. Human beings see the films and find 
that they satisfy the need for relaxation, relief 
from tension, and release from humdrum exist¬ 
ence. They continue to see films, and, observing 
their attractive dream heroes and heroines 
moving about in settings of Hollywood 
splendor, they begin to want intensely the 
goods used by the glamorous shadows. 
Similarly, the techniques of advertising by 
American firms are highly developed in creat¬ 
ing wants among households. All sorts of 
subtle appeals to conspicuous, snobbish con¬ 
sumption impinge upon American households’ 
eyes and ears. 

There is little in modern American organized 
religion or in American customs and beliefs 
that seriously emphasizes the denial of wants. 
On the contrary, encouragement is given to 
individual "faith and works," i.e., individual 
efforts to better one's want-satisfaction in this 
world. The country's laws have also encouraged 
individual enterprise by providing a fair 
measure of equality of opportunity and by 
making possible a very unequal distribution of 
wealth and income. In short, under American 
institutions the non-rich wish to ape the rich 
and have a fair opportunity to do so. 


Preferences among Particular Present Con¬ 
sumption Goods 

The Determinants 

Of course, all the circumstances that condi- 
>n the over-all pattern of American wants 
a greater or less extent affect the house- 
,lds' wants for any particular good. But some 
these circumstances seem more strong y 
an others to exercise particular influences on 
ecific wants or preferences. The mov,e 
d advertising, for example, probably result 
no significant preferences for P art,cu 'jV 
tods or categories of goods, except possib y 
uxury" as distinguished from ' ncC ** slt y 
,ods. In other words, advertisements by tne 
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different firms and industries probably tend to 
neutralize each other; and the movies usually 
do not distinguish brands and products. On 
the other hand, religion often frowns on such 
products as liquor and contraceptives, and 
the law forbids want-satisfaction from certain 
drugs. (But the law in general is neutral.) 
Climate and topography make for distinctions 
among classes of goods; thus, as already sug¬ 
gested, fuel and heavy clothing are less wanted 
in the deep South than in the North. So far as 
wants themselves are concerned, it is to be 
doubted that, in any economy but a closed one, 
the existence or lack of particular resources or 
even of particular technical knowledge affects 
the households' preferences for particular prod¬ 
ucts. That is, the households of a given 
economy having certain resources and tech¬ 
niques and lacking certain others may well, 
because of communication with other econ¬ 
omics, acquire some of the wants of the other 
economies' households; and the economy may, 
by utilization of its own resources and tech¬ 
nology, produce a "surplus" of its own prod¬ 
ucts which it uses to trade for the other 
economics' products that it has learned to want. 
Even if it is unable to obtain other countries' 
goods to satisfy these acquired wants, the 
wants nevertheless exist. Thus New Zealanders 
may want American washing machines in¬ 
tensely but be unable to make the machines 
or get them from America. American house¬ 
holds may want as much personal service as 
the Japanese (e.g., a flunky to drive with the 
taxicab driver to open and shut the cab doors; 
or the many domestic servants available to the 
Japanese) but they may be unable to obtain 
such service because the ratio of labor to capital 
in America is much lower than in Japan; in 
America labor is relatively too scarce a resource 
to be used in this way. 

b. The Preferences 

The main categories of American households' 
wants are the same as those in any other 
economy, model or real, sensatc or ideational. 
They are shown as column headings in Table 
43, which portrays actual consumption expend¬ 
itures for over a 30-year period up to 1940 
and estimated consumption expenditures for 
1950 and I960. 

The relative importance of any one of these 


categories in the table, in any one of the six 
years shown, is not a measure of the relative 
importance of any category in the group- 
household mind. For example, the fact that 
in 1909 out of their total expenditure on 
present consumption goods the households of 
the United States used over one-third on food, 
liquor, and tobacco does not mean that these 
products necessarily occupied that position in 
the want-pattern of the households. It does 
mean this: Given the distribution of income 
and given the total income afforded by the 
resources and technology of the economy as 
utilized in that year, the American households 
expressed their preferences in the manner 
indicated by the percentage figures in the first 
line of the table. If the total income had been, 
say, three times as large because of richer, more 
plentiful resources or because of much superior 
technology; or if the total income had been, 
say, much more equally distributed, the per¬ 
centage figures would have been notably dif¬ 
ferent. 

Some indication of the effect on the expres¬ 
sion of preferences of a larger total income is 
given by the changes in the table’s percentages 
through the years. Thus in 1940 smaller per¬ 
centages of total expenditure went to the 
"elemental," "necessity," products—food, 
clothing, shelter, and religion—and larger 
percentages to the "luxury" items of personal 
transportation, insurance, and recreation. These 
changes cannot, however, be said to have 
resulted only from the fact that the economy's 
total real income in 1940 was about 80 per¬ 
cent higher than in 1909. The improvement in 
technology and resources had another effect, 
namely the development and advertising of 
new products such as the automobile, the 
radio, and the washing-machine. New wants 
were created among the "luxury" categories 
at the same time that greater over-all want- 
satisfaction was made possible in these 
categories. 

c. The Households' Indifference Curves 

We see then that, apart from going to the 
households and obtaining from them accurate 
information about their wants as such (a study 
that has never been made scientifically), we 
are unable to represent properly in any iable 
the relative importance of the households’ 
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preferences for particular goods or categories 
of goods. Can we then draw indifference curves 
that will accurately represent what a single 
American household or any group of American 
households wish with respect to any two prod¬ 
ucts or groups of products? The answer is 
clearly "no." As a matter of fact it is very 
doubtful that any American household can 
draw accurate indifference curves for its own 
preferences or that, in the absence of a "utility- 
detection" machine, a trained investigator 
could learn enough from a household to draw 
accurate curves. 

Does this mean that it has been a waste of 
time to learn and apply the indifference-curve 
technique? No, as we have repeatedly stated, 
however ignorant households may be eco¬ 
nomically, and however irrationally they may 
behave in terms of a strict scientific approach 
to the allocation of household resources, they 
do grope toward equilibrium solutions of the 
sort previously analyzed in these pages. How¬ 
ever crudely, the households do act as if they 
used indifference curves. 

What then can be said about the present- 
consumption indifference curves of American 
households in general? Two things may be 
noted, one having to do with the slopes 
(degrees of convexity or curvature) of the 
curves and the other having to do with the 
positions of the successive curves in the map. 
The rate at which the slopes change represents, 
as we have learned, the degree of "technical" 
or psychological substitutability or comple¬ 
mentarity between any two goods—i.e., the 
extent to which for technical or psychological 
reasons any two goods are good substitutes or 
competitors for satisfying the same want (e.g , 
butter and margarine) or are complements 
with respect to the want (e.g., butter and 
bread). The positions of successive curves 
represent the household’s attitude toward 
each product as money income is considered 
to be increasing. That is, the positions deter¬ 
mine whether, as money income rises succes¬ 
sively by a given percentage, proportionately 
more or less or the same percentage of each 
product will be purchased. This is the concept 
of income elasticity of demand which we learned 

in Chapter 12. 

(1) The Slopes of the Curies . American house¬ 
holds operate in an economy of advanced 


technology and extensive advertising. From 
this we conclude that their indifference curves 
are somewhat more convex than the curves of 
Atomisian households, which lived in an 
economy where technology was simple and 
advertising was non-existent. In other words, 
the slopes of American curves are more like 
those of Monocompia and Oligopia. Advanced 
technology makes for a larger proportion of 
products that must be used together. Advertis¬ 
ing by firms which for security reasons turn 
out a number of related products (e.g., phar¬ 
maceutical products and cosmetics) leads house¬ 
holds to want to use the products together. 

The existence of a higher degree of com¬ 
plementarity among products in America, how¬ 
ever, does not mean that complementarity is 
the main relationship in households’ minds 
among present consumption goods. Among the 
enormous number of products offered by firms, 
a very large number compete for the same 
household want. Substitution is the main rela¬ 
tionship among goods in general, as in all the 
other economics studied. 

(2) The Positions of the Curves. For present- 
consumption products, certain studies as well 
as our own observations throw light on the 
positions of the typical American household s 
successive indifference curves. We find that if 
we compare "necessity" products with "lux¬ 
ury" products on the two axes (X and Y)» the 
curves farther out from the point of origin 
begin to bend or skew toward the luxury axis 
and away from the necessity axis. In other 
words, a scale line drawn through successive 
points of tangency of income (outlay) curves 
with indifference curves bends toward the 
luxury axis. This indicates that, as house¬ 
holds imagine their money incomes to have 
increased, they decide to increase their pur¬ 
chases of luxury goods more than proportion¬ 
ately to increase their purchase of necessity 
products less than proportionately. Then an 
income demand curve for the necessity products 
is convex to the axis on which the quantities 
of these products arc measured; and an income 
demand curve for the luxury products is con¬ 
cave to the luxury-goods axis. 

Chart 122 gives the results of a study ma 
for the period 1929-40 on the income elasticity 

of the consumption expenditures i"“Tories 
American households for the eight categories 
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CHART Sensitivity oj Consumption Expenditures to Changes in Disposable Income 
122 during the Period 1929-1940 
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of products shown in Tabic 43. It was found, 
with corrections for changes in the prices of 
the goods, that for all present-consumption 
products a 10 percent change in the total 
amount of disposable income was followed by 
an 8 percent change (in the same direction) in 
total consumption expenditure. Then within 
each category of products those particular prod¬ 
ucts for which total household expenditure 
rose or fell less than 8 percent following a 10 
percent change in disposable income were 
labeled insensitive; those products experiencing 
a change of 8 to 12 percent in expenditure were 
labeled somewhat sensitive; and those for which 
total household spending changed more than 
12 percent were labeled sensitive. The chart 
indicates that the income elasticity of demand 
>s higher for the luxury categories (household 
equipment, recreation, and travel) chan for the 
necessity categories (food, clothing, shelter.) 

4. Preferences between Leisure and Income 

When we come to consider household atti¬ 
tudes in real-world America, we are faced with 
some difficulties that we were able by assump¬ 


tions to avoid in our studies of the model 
economics. These difficulties make it harder to 
generalize about the slopes and positions of 
American indifference curves. In Atomisia we 
assumed a high degree of substitutability 
between leisure and income; these goods were 
highly competitive for want-satisfaction. Lei- 
surewas undiluted pleasure; work was undiluted 
pain for every household. With respect to the 
positions of successive indifference curves in 
Atomisia we distinguished only two classes of 
households: (*) those whose curves were 
skewed in such a way in the short run that 
wage-rate changes produced a negative labor 
supply curve—these were the ordinary workers; 
and (£) those (the ones at or near the top of the 
labor pyramid, the professional and managerial 
classes) whose successive curves had such posi- 
tions that salary-rate changes produced a posi¬ 
tive labor supply curve. 

a. Slopes of the Curves 

In considering American households we must 
take account of the following things: First, 
w.th respect to the slopes of (degree of psycho- 
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logical substitution represented by) the indif¬ 
ference curves, it is to be doubted that there is 
a simple, clear-cut comparison of the utility 
of leisure with the utility of income. The 
reasons for the doubt spring from such facts as 
these: (*) The American "doctrine of work," 
i.e., the belief in work for its own sake and for 
the sake of "success” or social esteem, although 
losing considerable ground, is still a potent 
force affecting many households' attitudes. (£) 
Many Americans become habituated to the 
routine or the excitement of work. They give 
themselves wholeheartedly to their jobs and 
have few compelling outside interests. They 
go to seed when they retire; they "hate to 
quit.” (0 There is undeniably pleasure rather 
than pain in some kinds of work. (*/) Under 
modern American advertising and technology, 
leisure and income are more complementary 
than in Atoraisia or in the America of a century 
ago. That is, most American households wish 
to consume goods bought with income in 
order to enjoy non-work hours, (r) America is 
heterogeneous in the attitudes of its households 
toward leisure versus income. 

Because of these things wc reach the follow¬ 
ing conclusions: (a) In general the goods whose 
utilities are compared on the indifference curves 
are in a sense not-working versus working 
rather than not-working versus income. (£) 
Wc must distinguish households by geographic 
and cultural regions as well as by social-eco¬ 
nomic stratification. The white New England 
household's curves seem to slope more steeply 
downward than the white Southern house¬ 
hold’s because the former is willing to give up 
more hours of not-working in order to obtain 
one more hour of working. For the same reason 
the white Southern household’s and the North¬ 
ern Negro household's curves appear to slope 
downward more steeply than the curves of the 
Southern Negro household. 

b. Positions of the Curves 

The positions of the household indifference 
curves with respect to not-working and work¬ 
ing are important in two situations: (1) the 
short period, when the time resource is fixed; 
and (2) the long period, when births or deaths 
permit changes in the time resource. 

(1) The Short Period. In the short period the 
positions of the successive indifference curves 


are established for a single outlay curve whose 
third dimension represents the total fixed time 
resource and whose slope represents the price 
of working in relation to the price of not- 
working. Here again we must distinguish 
cultural, geographic, and social-economic dif¬ 
ferences. In general the positions of the curves 
among the less educated, less skilled, more 
improvident families are such that a negative 
short-run labor supply is produced at various 
"normal" wage rates. The other families' 
curves are so placed as to produce a positive 
supply curve. 

(2) The Long Period. When the time resource 
can change, the indifference curves are so placed 
as to reflect the household s long-run pref¬ 
erences between not-working versus working. 
The household's attitude toward these alterna¬ 
tives in the long run is determined by the forces 
described on pages 232-233- (The student 
should refresh his memory on these conditions 
at this point.) 

There is ample evidence that over a long 
period of time (during which profound changes 
in technology, resource utilization, and social 
conditions and attitudes took place) American 
households increased their consumption of 
both leisure and goods as population increased 
and average family-size declined. Thus it is 
estimated that in 1850 the average number of 
hours worked per week was about 72 hours 
per worker and a century later was about forty. 
This decrease of about 45 percent represents a 
great increase in the amount of leisure. At the 
same time the economy’s total net product 
(national income) per inhabitant rose from 
about $200 to $730 (at constant product 
prices), an increase of about 260 percent. 
The data suggest that the households in¬ 
difference curves were, over the century-long 
period, skewed toward the income axis. 
However, in recent years (particularly since 
the rise of unions) the desire for leisure among 
the wage-earning class seems to have been 
getting relatively stronger, and it may well be 
that the gains from improved technology to 
this class will in the future be more evenly di¬ 
vided between not-working and working tn 
is true at present. 

I Based on J. F. Dewhurst and Associate*. 

Buds and Rairas. Twentieth Century Fund. New 
1947, p. 2J. 
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5. Preferences between Present Consumption 
and Saving 

The problem of drawing indifference curves 
for a typical American household with respect 
to present consumption and saving presents at 
least as many difficulties as the leisure-income 
problem. There are the same sorts of geo¬ 
graphical, cultural, and social-economic dif¬ 
ferences among households. In general we 
must bear in mind such influences (some of 
them conflicting) as the historic American 
ideal of thrift (the Ben Franklin cult); the 
American urge to achieve social esteem by 
conspicuously displaying the results of accumu¬ 
lation; the desire to obtain power through 
accumulation of savings; the urge to consume 
non-durablc products conspicuously in the 
present rather than to save; the taking-over 
of much of the burden of saving for security 
by the social security program of the govern¬ 
ment; and the saving done by corporations 
which, by setting aside out of earnings against 
depression conditions large reserves (greater 
amounts than are needed to provide for 
depreciation and ordinary expansion) force 
the ordinary stock-holder-owncr to save willy- 
nilly. These influences bear with varying force 
on the attitudes of different households. 

a. The Slopes of the Curves 

The various factors )ust mentioned influence 
mainly the positions of the successive indif¬ 
ference curves, but they also affect their slopes. 
Down to the point where subsistence living 
makes it undesirable to save, the thrifty New 
England or Quaker household is willing to 
give up more present dollars in order to obtain 
one more future dollar than the "improvident'' 
household living under different conditions; 
the former's curves arc steeper-falling. And so 
on. In general, down to the subsistence point 
all the households' curves arc flattish; present 
and future dollars are highly substitutable 
whatever the steepness of the curves. 

b. The Positions of the Curves 

As we recall from earlier discussions, the 
positions of the successive indifference curves 
are important in two ways: First, the curves' 
positions represent a household's attitude 
toward changes in the interest rate with 


respect to how much is to be saved out of a 
given total amount of money resources (past 
savings plus current income). Second, the 
positions represent a household's attitude 
toward the amount and percentage of total 
money resources that shall lx- saved when the 
total amount of the money resource is variable 
and the interest rate held constant. 

(1) Relation to the Interest Rate. In real-world 
America the rate of interest does not fluctuate 
much. It moves only within a narrow range. 
Some American households' indifference curves 
are undoubtedly so arranged that even small 
changes in the rate of interest are followed by 
changes in the percentage saved out of a given 
money resource. But even among such house¬ 
holds there is no uniformity of response. Some 
households' curves will lx- so placed as to 
result in a positive response; a rise in the 
interest rate will cause these households to 
save higher percentages of their given money 
resources, and vice versa. These arc the house¬ 
holds which arc meeting their present-con¬ 
sumption standards without difficulty. They 
wish to enlarge their incomes whenever the 
opportunity arises. Other households in the 
group have curves so placed that the response 
to interest-rate changes is negative, they save 
less when the interest rate rises, and vice versa. 
These arc the households which have set for 
themselves a certain standard of income-froin- 
saving. If the interest rate rises, therefore, they 
need save less; and vice versa. 

But it appears that for most American house¬ 
holds the changes in the interest rate are too 
small to have any effect (either positive or 
negative) on the amount and percentage saved. 
That is, the positions of these households' 
curves are such as to reflect the fact that these 
households' motives for saving or not saving 
transcend any possible response to interest- 
rate changes. Those who save for reasons of 
security, power, or social esteem have curves 
which are so placed as to result in not-saving 
or in saving regardless of the small pivotings 

of the outlay curve when the interest rate 
changes. 

( 2 ) The Income Demand for Present Consumption 
and the Income Supply of Savings; the Propensities 
to Consume and to Save. When we come to con¬ 
sider changes in consumption versus saving, 
with the total money resource variable through 
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changes in current money income, we find 
much more uniformity in the positions of 
American households’ indifference curves. 
Various studies made of the consumption¬ 
spending and the saving of households in the 
United States indicate that, as money income 
increases, the successive points of tangency 
between the outlay and indifference curves of a 
household give a scale line that bends some¬ 
what away from the present-consumption axis. 
Conversely, the successive indifference curves 
are somewhat skewed toward the savings axis. 
In other words, the income demand curve for 
present consumption products is one of de¬ 
clining elasticity and that for savings or future 
goods is one of increasing elasticity. 

We saw in Chapter 23 that the term used by 
economists to designate a household’s income 
demand curve for present consumption products 
is the curve of the (average) propensity to con¬ 
sume, sometimes also called the consumption 
function. This curve shows the amount of the 
household’s consumption spending, at given 
product prices and at a given time (during 
which certain important economic variables 
such as technology and resources do not 
change), for any level of household money 
income. The relationship is positive; the higher 
the income, the higher the amount spent on 
present consumption products. But the amount 
of consumption spending does not rise pro¬ 
portionately with income; the percentage of 
income spent on present consumption products 
declines as income increases. 

Since what is not spent on present consump¬ 
tion is saved, the income supply curve of 
savings, which in Chapter 23 was called the 
curve of the (average) propensity to save, 
exhibits characteristics that arc the reverse 
of those shown by the PC curve. 

Continuing our review, we recall that the 
term marginal propensity to consume was used to 
designate the relationship between a small 
increment in income and the resulting incre¬ 
ment in consumption spending. That is, the 
MPC refers to the increment in consumption 
spending that occurs when the household s 
money income is increased by one dollar. We 
recall also that the individual households’ 
PC curves can be summed in order to provide 
an over-all PC curve and MFCs for the 
economy as a whole. 


Let us look briefly at the evidence which 
leads us to believe that the PC curve of the 
typical American household is one of declining 
elasticity. There are no published data showing 
what any single household would do as its in¬ 
come rises. But in the years 1935-36 certain 
federal government agencies studied the con¬ 
sumption expenditures and the savings (if any) 
of a large representative sample of American 
households, so that we can discover how these 
two items varied, among different households, 
with amounts of money income as of that par¬ 
ticular time. Table 44 shows that (*) the higher 
the income class, the higher the amount of sav¬ 
ings and of consumption spending; (£) the fami¬ 
lies in the low-income brackets dissaved 
through borrowing or using up past savings; 
(0 the families in the higher brackets saved; 
(<0 the higher the incomes of the households, 
the larger the percentages of income saved and 
the lower the percentages spent on present con¬ 
sumption products; and (y) therefore the 
average and marginal propensities to consume 
fall as money income rises. 

Bear in mind that the data in the table do 
not show what happens to a particular house¬ 
hold as its money income rises over time; they 
show only what the consumption-savings 
ratios are for a large number of households 
receiving a large number of different yearly 
incomes in a particular short period. For any 
one household rising gradually over time from 
one income class to another, there would be a 
time lag in adjusting to the new income condi¬ 
tions. There would be a shift in the positions 
of the indifference curves some time after the 
movement outward on the old PC curve had 
occurred. In other words, for any particular 
household experiencing successive income in¬ 
creases two things would happen: First, there 
would be a movement outward on the existing 
scale line or PC curve, based on the positions 
of the existing indifference curves. Here at tne 
existing standard of consumption there would 
at first be a disproportionately large increase 
in saving. Second, as the household adjusted 
to a higher consumption standard, there woul 
be a shift in the positions of the . ,f £ ,ff 2£ 
curves, so that the PC curve would be sh fted 
upward. After this adjustment the psreen 
age of savings to the new money income 
might not be higher than before; or it roigh 
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TABLE 

44 


American Households' Consumption, Savings, and Propensity to Consume in 
1955-36 


Income Clan 

Average Yearly 
Consumption Spending 

Average Yeorly 

Savings 

Propensity to Consumer 

In Dollars 

As Percentage 
of Incomes 

In Dollars 

As Percentage 
of Incomes 

Average 

Marginal 

1 

2 

3 

4 

5 

6 

7 

Dalian 







Under 500 

466 

149.3 

- 162 

-51.9 

1.494 

— 

500- 750 

707 

112.7 

- 92 

-14.6 

1.128 

0.765 

750- 1,000 

914 

104.6 

- 58 

- 6.6 

1.046 

0.838 

1,000- 1.250 

1,127 

100.6 

- 31 

- 2.8 


0.865 

1,250- 1,500 

1,316 

96.5 


1.0 

0.965 

0.775 

1,500- 1,750 

1.512 

93.8 

56 

3.5 

0.938 

0.790 

1,750- 2.000 

1,684 

92.1 

92 

5.0 

0.921 

0.793 

2,000- 2,500 

1,968 

88.6 

182 

8.2 

0.886 

0.724 

2,500- 3,000 

2,302 

84.8 

315 

11.6 

0.848 

0.676 

3,000- 4,000 

2,729 

80.4 

429 

15.6 

0.804 

0.629 

4,000- 5,000 

3,276 

74.6 

904 

20.6 

0.746 

0.549 

5,000-10,000 

4/454 

64.8 

2.028 

29.5 

0.648 

0.474 

10,000-15,000 

6,097 

53.7 

4.416 

38.9 

0.537 

0.367 

15,000-20,000 

9,134 

52.7 

6.913 

39.9 

0.527 

0.508 

20,000 and over 

14,822 

35.4 

2 1.229 

50.7 

0.354 

0.232 


Sources: Notional Resources Committee, Comumer E*p*ndit»*t in ft* Unit'd Stain, 1935-36. U. S. Government Printing 
Office, Washington, 1939. p.20.Williom Fellner, Monetary Folioat and Full Employment, University of Colfomia 
Preu, Berkeley. 1946. p. 60. 


The percentages of consumption spending ard saving do not add to 100 per cent in each income class bocauso 
gifts and personal loses are eidwded from the figures. 


still be higher than at the old income but not 
nearly so much higher as before, i.e., as is 
indicated by the data in Table 44, which 
represents savings out of income for a given 
short span of time. 

These considerations are of importance when 
we come to look at the historical propensity to 
consume in America for all households to¬ 
gether. Here there have been a number of 
important economic conditions variable— 
technology; resources including population; 
standards (as distinct from planes or actual 
levels) of living; the general price level of 
consumption products; and the degree of 
inequality in the distribution of total income 
among households. As many of these as pos¬ 
sible must be corrected for in any study. If we 
correct the yearly figures on national income 
(net national product) for price-level move¬ 
ments, for population changes and for "forced'* 
savings (such as corporation savings, social 
security taxes, and income taxes), we end with 
three figures for each year for the average 
American household: "real'* income per house¬ 


hold in dollars. Teal" dollar consumption 
expenditure per household; and "real’* dollar 
savings per household. Then the trends in the 
average and marginal propensity to consume 
can be computed, and any significant features 
in the trends will have to be explained by our 
knowledge of changes in the above variables 
for which no correction has been made. 

There are adequate data on national income 
going back to 1879. These data, handled as just 
described, appear to indicate the following: 
GO The average propensity to consume among 
American households as a whole, tends to 
fluctuate cyclically. That is, the PC seems to 
be higher in depression years than in boom 
years. This doubtless results from the fact that 
the distribution of income is more unequal 
during the boom years. As far as the "long 
pull" (the secular trend) is concerned (dis¬ 
regarding war periods), the PC seems not to 
have changed much. About 85 to 90 percent of 
total disposable income appears to have been 
spent on present consumption products decade 
after decade. This means that, as technology 
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improved and resources increased, with result¬ 
ing large increases in real per capita income, the 
households* standards of living rose. Their in¬ 
difference curves shifted and thereby their 
"short run” PC curves shifted upward to give 
a practically straight-line upward-sloping 
long-run PC curve. (£) In respect to the over¬ 
all marginal propensity to consume, there ap¬ 
pear to be cyclical differences also, for the 
MPC is higher in depressions than in boom 
periods. Secularly, the MPC has been almost 
constant. This follows from the straightness 
of the PC curve. The figure seems to have 
been from 0.70 to 0.75 in peacetime for the 
country as a whole in terms of total disposable 
income. That is, for every dollar increase in 
disposable income about three fourths was 
used for consumption spending. (In terms of 
national income rather than disposable income 
the figure seems to have been about 0.67.) 

6. Preferences between Freedom and Security 

Let us now turn to the broader field of politi¬ 
cal economy. Let us consider security not 
merely from the standpoint of saving out of 
income for the future but from the standpoint 
of assuring the general social well-being of the 
household in a world of change and uncer¬ 
tainty. And let us consider another thing 
regarded as a social good by American house¬ 
holds, namely, individual freedom. 

We must first make sure that we understand 
the meaning of these terms. Security" in the 
broad sense means the replacement of un¬ 
certainty by certainty in the satisfaction of 
wants. Households possess security when they 
have eliminated or controlled both risk and 
uncertainty for such things as amount of 
income, source of income (e.g., the job), and 
physical well-being. Security in this sense 
means some amount of guarantee in the quest 
for utility. "Freedom" means absence of 
coercion or restraint from any source when the 
household tries to obtain want-satisfaction. 
Households possess full freedom when they 
have unrestrained access to the means of (re¬ 
sources for) obtaining want-satisfaction. 

Thus we see that security and freedom both 
have to do with the achievement of want- 
satisfaction. Are they then necessarily alter¬ 
native routes to want-satisfaction? Or do they 
basically amount to the same thing? To answer 


this question it will be helpful to go back to 
our isolated frontier household. This family 
was free in the terms of our definition. It was 
also "secure" in the sense that its freedom was 
certain. But it was insecure in the terms of our 
definition. This family had no guarantee against 
illness, death, or loss of income and source of 
income from an act of God. In the face of 
uncertainty the household had to depend on 
its own uncoerced efforts for want-satisfaction. 
Thus it seems clear that freedom and security, 
as defined, are different political-economic 
articles. 


There can be no question that the wants of 
American households include both security 
and freedom both as routes to want-satisfaction 
and as goods which themselves have utility. 
The real question is, Do the households regard 
these two goods as alternatives that compete 
for the satisfaction of any particular want or 
group of wants? Are these goods substitutes or 
complements? In marginal utility theory, as 
we pointed out on page 191, goods arc sub¬ 
stitutes when an increase in the quantity or 
stock of the one good results in a decrease in 
the marginal utilities of both goods; and goods 
are complements when an increase in the 
quantity of one lowers its MU and raises the 
MU of the other good. Does a household 
appreciate freedom less or more when it has 
experienced an increase in its “stock of 
security? Does the MU of security go down or 
up when the households* "stock" of freedom 
increases? , 

On the basis of empirical observation—anu 

certainly no scientific investigation of the 
matter has ever been undertaken—we may 
make the following comments: So far as tnc 
typical or ordinary household is concerned, i 
is to be doubted that freedom and security are 
regarded either as substitutes or as comple¬ 
mentary goods. Not only do such household 
not draw indifference curves for thesc 
(as usual); they do not even behave as if they 
did. There seems, in short, little rcco &™ tl °* 
that these goods are related to each other or 
are different. The households of some of our 
hypothetical economies were » ssu "*” “ 
conscious of the relationship and the difTercn ^ 
but ordinary American households ate not^o 

this economy only the more educated 
holds show an awareness of the matter. 
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If indifference curves for these goods are 
mostly non-existent, we cannot comment on 
their slopes and positions. 

It is when we come to consider the costs of 
or outlays on security and freedom that their 
alternative nature and relationship becomes 
clear. But the resource that is to be allocated 


between the two goods is so vague, ill defined, 
and unprecise that most households are not 
aware that they are confronted with an alloca¬ 
tion problem. There is no recognition of alter¬ 
natives; and in this fact, as we have re¬ 
marked before, lies the possibility of serious 
economic-political dislocations. 


Part Three • Section B 



The Setting for Economizing (continued) 


C. The Resources of the United States 
In this section we shall deal with (1) the 
nature, size, and composition of the human 
resource, labor; and (2) the nature, amounts, 
and composition of the capital resource, in¬ 
cluding (*) the natural resources as discovered 
and improved (i.e., invested in) by man and 
(£) the other embodiments of accumulated 
savings. 


1. The American Labor Resource 
a. Nature 


In real-world America the labor-hours 
offered by households to firms are anything 
but the homogeneous commodity that we 
assumed for our hypothetical economies. 
American labor is extremely heterogeneous for 
all the hereditary and environmental reasons 
that we set forth in the preceding chapter when 
we talked about differences among households. 
There are workers of all possible ages, sex, and 
race. Their attitudes toward their jobs vary 
extremely in terms of their temperaments and 
their geographical and cultural environments. 
There are thousands of different occupations 
requiring different skills. But even in any one 
occupation a labor-hour is not a standard 
thing; it varies greatly in effectiveness. 








C. The Resources of the United States 

1. The American labor resource 
a Nature 

b. Size 

c. Composition 

2. The capital resource 
a. Natural resources 

b Man-made capital other than developed 
natural resources 

D Technology in the United States 

1 itrcapitulation: general nature of technology 

2 American conditions 


These facts raise serious difficulties for real- 
world economic analysis. To surmount them 
we must talk in terras of efficiency-units'tather 
than labor-hours; we must, in other words, 
proceed as if all employees were paid by the 
piece (i.e., were paid by an incentive system of 
wage-compensation) rather than by the hour. 
This assumption takes care of our analytical 
problem but leaves us largely helpless in 
measuring labor for certain statistical purposes. 

It should be borne in mind that the econo¬ 
mist considers as a part of the labor resource 
every person who offers himself or herself to 
firms for gainful employment. It makes no 
difference whether a person is head of a firm 
or a common laborer for a firm; whether he is 
what is known as an "employer," "manager, 
“executive," or "supervisor" or is a wage- 
earner below these higher grades of labor; or 
whether he is self-employed like some physi¬ 
cians or attorneys. All persons who work with 
brain or brawn for a living in the United 
States arc part of the American labor force or 
resource. Housewives arc not included in the 
labor resource because their services are not 
offered to or paid for by firms. 


b. Size 

Table 45 throws light on the basic figures 
pertaining to the economy’s labor resources. 
Column 3 shows the total number of house¬ 
holds by decades, column 2 the total number 
of persons living in the households, column 
the total number of persons ten years and oiuc 
whom the households offered for employment 
and column 5 the estimated total number o 
labor-hours offered in each listed year. In 
for example, it is estimated that at total oMU 
million households comprising 145 m.llio 
persons will send 60 millions of these person. 
Into the labor markets of the economy and 
chat these persons will offer 127-5 billions of 

labor-hours to the firms. . 

Several things should be noted about 
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TABLE Data on Total American Labor Resource 

45 


Yeor 

Totol 

Population 

Totol Number 
of Households 

Totol Number of 
Avoiloble Workers 
(Persons Ten Years 
ond Over) 

Totol Number of 
Labor-Hours Offered 
to Firms 

1 

2 

3 

4 

5 

(In MXoas) 

1850 

23.2 


7.7 

27,300 

1860 

31.4 


10.5 

37,100 

1870 

39.8 


12.9 

43,300 

1880 

50.2 


17.4 

57,700 

1890 

62.9 

12.7 

23.3 

74,200 

1900 

76.0 

16.0 

29.1 

89,800 

1910 

92.0 

20.3 

37.4 

110,000 

1920 

105.7 

24.4 

42.4 

113,600 

1930 

122.8 

30.0 

48.8 

125,200 

1940 

132.5 

35.0 

54.4 

123,500 

1950 

144.7 

40.0 

60.0 

127,500 

1960 

155.1 

44.4 

63.4 

125,900 


Source: Dolo in J. F. Dewhursl ond Assodotes, Amerko's Needi ond Resources, Twentieth Century Fund, New York, 1947, 
pp. 23, 38, 39, 695. Dolo for 1950 ond data for 1950 ond 1960 estimoted by Dewhunt et ol. The data in 
column 5 were estimated by the authors by multiplying stondord weekly hours as given by Dewhurst for ooch 
decade (p. 695) times 50 weeks per year times respective column 4 figures. The 1940 figure is probably too low 
because of under-enumerotion by the Census. 


data in Tabic 45: First, insofar as the reporting 
and estimating done by the federal Bureau of 
the Census is accurate, the figures in column 4 
adequately show the numbers of persons ten 
years of age and older who constitute the 
American economy's labor resource. Second, 
the figures in column 5 understate the total 
amounts of labor-hours offered by small (and 
possibly insignificant) amounts because of the 
difficulty in estimating the work-hours of self- 
employed persons and of part-time workers. 
In modern America the conditions of the labor 
market are, as we shall see, such that the 
lengths of work periods in firms often do not 
reflect the wishes of the households; that is, 
the households would frequently be willing to 
work somewhat longer periods. To the extent 
that this is true and to the extent that house¬ 
holds try to supplement their labor incomes by 
offering additional hours as self-employed 
persons or as part-time workers for firms other 
than their regular employers, there are doubt¬ 
less additional hours of labor resource that are 
not accounted for. Third , the figures in columns 
4 and 5 do not in any sense represent, respec¬ 
tively, the total numbers of persons or labor- 


hours actually employed in any of the years. 
The figures represent offerings of persons and 
hours at existing wage rates; in short, they 
represent supply. They do not represent the 
intersections of over-all labor-supply and labor- 
demand curves. 

Fourth, since 1910 the percentage increases 
in offered labor-hours have declined a great 
deal; without considering the wartime emer¬ 
gency increases (which resulted from drawing 
in large numbers of housewives, young people, 
and old people who arc not usually in the labor 
market), the total labor resource has been 
almost stationary since 1930. This trend shows 
the effect of two conditions and of the under¬ 
lying forces affecting these two conditions: 
00 the retarded rate of population increase 
which has resulted from the cessation of large- 
scale immigration and from all the factors 
bearing on the trends in the birth and death 
rates; and (3) the successive decreases in the 
length of the standard work-week which 
has resulted from all the factors bearing on 
households' allocation of available hours be¬ 
tween not-working and working. With re¬ 
spect to the declining rate of population 
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TABLE Birth Rates and Death Rates in the United States 

46 


Year 

Birth Rote per 

1000 population 

Deoth Rate per 

1000 population 

1915 

25.0 

13.2 

1920 

23.7 

13.0 

1925 


11.7 

1930 

18.9 

11.3 

1935 

16.9 

10.9 

1940 

17.9 

10.7 

1945 

19.6 

10.6 


Source: U. S. Bureou of the Census, Sfofisticof Abslroct of the United Sfofes, 1947 Government Printing Office, Woshinglon, 
p. 67. 


growth, the student will find—if he calculates 
from the figures in column 2 of Table 45 the 
successive percentages of increase in population 
from one decade to another—that the per¬ 
centage increase figure for 1860 (over 1850) 
was about 35 percent and that, with the excep¬ 
tion of 1910 (over 1900), this percentage- 
increase figure has declined throughout the cen¬ 
tury, so that the estimated rise of 1950 over 
1940 was about 9 percent. Expert students of 
population problems expect this trend for the 
United States to continue. It is estimated that 
by about 1990 this country will have attained 
its peak population of about 165 millions. 1 

* U S Bureau of the Census. 1947, Statistical Abstract of the 
UnittJ Siam, 1947, Government Printing Office. Washing¬ 
ton, p. 29 


We should understand, however, that such 
predictions are highly tentative, being based 
on certain assumptions about the trends in 
birth rates, death rates, longevity, and immi¬ 
gration. 

As to the declining length of work periods, 
in 1850 the weighted average of standard or 
customary weekly work periods per employee 
in America as a whole is estimated to have 
been about 70 hours and in 1950 about 42 
hours.* 

Let us look briefly at certain statistical 
material which is significant for our under¬ 
standing of the population trends just dis¬ 
cussed. From the data in Table 46 we see that, 

>1 F Dcwhurst and Associates, America's NttJt 
sennet, Twentieth Century Fund. New ^orlc, 1947, p »>• 


TABLE Immigration and Population Growth 


47 


Decade 


Number of Immigrant* 


Percentage of Population 
Increase Due to Immigration 


(millions) 


184 1-1850 

1.7 

27.9 

31.3 

1851-1860 

2.6 

27.4 

1861-1870 

2.3 

27.2 

1871-1880 

2.8 

40.6 

1881-1890 

5.2 

-7 

28.5 

1891-1900 

1901-1910 

3-7 

8.8 

55.0 

27.0 

1911-1920 

3.7 

18.7 

1921-1930 
■-93 1-1940 

3.2 

-0.04 

-0.4 


Source: Dewhurst and Associates, op. at, p. 32. 
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TABLE Distribution of Gainful Workers by Major Occupational-Industrial Groups, 

48 1870-1940 


[ 

s 

l 

Percentages of Gainful WorVers 

Group 

1870 

1880 

1890 

1900 

1910 

1920 

1930 

1940 

1 

2 


4 

5 

6 

7 

8 

9 

TOTAL 

100.0 


100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

Primary 

53.5 


43.3 

38.2 

31.6 

27.7 

21 9 

18.2 

Agriculture 

53.0 


42.5 

37.5 

31.0 

27.1 

21.4 

18.0 

Foreitry and Fishing 

0.5 


0.8 

07 

0.6 


0.5 

0.2 

Secondary 

21.9 

23.8 

25.6 

27.2 

31.1 

32.9 

30.9 

28.8 

Mining 

Manufacturing 

1.4 

1.7 

1.9 

2.4 

2.6 

2.6 

2.0 

1.7 

and Construction 

20.5 

22.1 

23.7 

24.8 

28.5 

30.3 

28.9 

27.1 

Tertiary 

24.6 

26.4 

31.1 

34.6 

37.3 

39.4 

47.2 

53.0 

Transportation and 









Communication 

4.2 


6.0 

67 

7.1 

7.3 

7.9 

8.1 

Trade 

Public Service (not else¬ 

6.8 

mjM 

8.8 

10.6 

9.7 

10.0 

12.5 

16.0 

where included) 

0.7 


0.9 

1.0 


1.7 

1.8 

2.7 

Professional Service 

Domestic and Personal 

2.6 

fwjjM 


4.1 

11 

5.1 

6.7 

8.1 

Service 



iEzSI 

97 

10.1 

8.0 

10.1 

9.1 

Clerical Occupations 

■zfl 


2.0 

2.5 

4.6 

7.3 

8.2 

9.0 


Sovrcwi Bond on Dewhunl and Associates, op. of., p. 546. Dolo for 1940 or* authors’ rough estimates necessitated by 
chongei in occupational classifications ond •numerations by U. S. Census Bureau of 1940 census. 


with the exception of an upward rise in the 
birth rate during the recent war years, both 
the birth rate and the death rate have been 
declining among the civilian population over 
a thirty-year period (as a matter of fact, these 
declines began before the first year noted in 
the table). The birth rate still exceeds the death 
rate; therefore population continues to grow. 
But the birth rate has declined by larger per¬ 
centages than the death rate, thus causing the 
rate of population growth to slacken. The 
causes of the decline in the birth rate are in 
part to be found in the forces that have made 
many parents regard children as economic 
liabilities rather than economic assets—the 
development of technology and the consequent 
industrialization and urbanization of the 
country. Large families on the farm are likely 
to be regarded as economic assets, whereas 
large families in the crowded cities are likely 
to be thought of as liabilities. Religious 
barriers to the use of contraceptives have 
broken down as the techniques of birth control 
have been improved. The higher household 


incomes made possible by the advance of 
technology have raised households* standards 
or goals of living and have provided the basis 
for a desire to limit the size of families so that 
each child might obtain a better education. 
Higher national incomes have enabled the 
government to require more schooling for 
young people; the usual age at which marriage 
takes place has risen markedly. Women have 
attained a much less dependent position in the 
American society than formerly. 

The causes of the decline in the death rate 
are to be found in the advances of medical 
technology as well as in the improvements in 
production technology. Medical research has 
led to the discovery of many ways of saving 
human lives, particularly those of infants and 
children. In 1900 white males might at birth 
expect to live about 48 years, on the average. 
By 1940 this average life expectancy had risen 
to about 63 years. For white females the change 
over 'he same period was from 51 years to 67 
years.* Production technology has provided 

* U-S. Bureau of the Census, op. tit., p. 81. 
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TABLE Male and Female Gainful Workers. 1870-1940 

49 


Year 

Number of Worker* 

Percentage of All 

Gainful Worker* 

Percentage of Population Ten 
Year* old and over 

Male 

Female 

Mole 

Femole 

Mole 

Female 

1 

2 

3 

4 

5 

6 

7 


(on million*) 





1870 

11.0 

1.9 

85.2 

14.8 

74.9 

13.3 

1880 

14.7 

2.6 

84.9 

15.2 

78.7 

147 

1890 

19.3 

4.0 

82.8 

17.2 

79.3 

17.4 

1900 

23.8 

5.3 

81.7 

18.3 

80.0 

18.8 

1910 

29.9 

7.4 

80.1 

19.9 

80.8 

HH 

1920 

33.8 

8.6 

79.6 

20.4 

79.9 


1930 

38.1 

10.8 


22.0 

76.2 


1940 

40.3 

13.0 


24.4 

797 

«2gJI 


Source: Dewhur»t and Auociote*. op. 61. p. 543. 


high enough national incomes to permit 
government to increase greatly the amount 
and effectiveness of public-health work and 
education. 

How great the importance of immigration 
used to be in the growth of the United States' 
population and how negligible a factor it is 
now may be understood from the figures of 
Table 47. 

C. Composition 

We have said that the labor resource of the 
United States is heterogeneous in occupation, 
in the industry in which it is employed, in 
geographic location, sex, age, race, and 


economic position. Within the limits of space 
available here, Tables 48 to 52 present various 
"breakdowns" of figures on the American 
labor force for the decades between 1870 and 
1940 inclusive. Let the student study the data 
carefully, for they tell the story of the com¬ 
position of this human resource over the best 
part of a century. 

Table 48 shows the percentage distribution 
of the labor resource by main occupational or 
industrial groupings. From it may be learned 
in part the development of the economy from 
one mainly of primary-industries to. one m 
which manufacturing and the "service’ trades 
predominate. The extent to which manufac- 


TABLE Age Composition o) American Labor Resource in 1940 


50 


Age Group 


All Age* 

14-19 

20-24 

24-44 

45-64 

65 ond over 


Percentage of All Worker* 
Who Were in Each Age Group 


100.0 

7.4 

14.5 

46.8 

27.3 

4.0 


Percentage Which Worker* in 
Given Age Group Were of Total 
Population in 14 Year* ond Over 
In Given Group 


52.2 
26.6 

66.2 
62.3 

55.1 

23.2 


Source; U. S. Bureau of the Cemu*. op. oh. p. 169. 
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TABLE Race Composition of American Labor Resource in 1940 

51 


Race 

Percentage of All Workers Who 
Were in Race Group 

Percentage Which Workers in Given 
Race Group Were of Population 14 
Yeors ond Over in Given Group 

All races 

100.0 

52.2 

While 

89.4 

51.6 

Negro 

10.2 

58.2 

Others 

0.4 

55.6 


Source; U. S. Bureou of the Census. op. at., p. 172. 


curing, transportation, trade, and services are 
important is a measure of the extent to which 
an economy is advanced and mature in term* 
of technology and resources. 

The geographic location of the country'* 
labor resource is about the same as the popula¬ 
tion distribution shown in Chart 121. The 
numbers and proportions of male and female 
workers is given in Table 49. Columns 4 
and 5 show that over the seventy-year period 
women workers have made up an increas¬ 
ingly large percentage of the total labor 
resource, although men arc still about three- 
fourths of the total. Columns 6 and 7 show 
that (a) men workers have always comprised 
a much larger percentage of the total male 
population ten years and over than women 
workers have of the total female population 


ten years and over; and (£) the percentage of 
male workers to the total male population of 
ten years and over has changed very little, 
while the percentage of female workers to the 
total female population of ten years and over 
has risen a great deal. 

The age composition of the American labor 
resource in 1940 was as shown in Tabic 50. 
Almost half the economy’s workers in that 
year were in the 25-44 year class. In terms of 
the total population aged fourteen and more 
in each age class, the highest percentage of 
workers was in the 20-24 group, where almost 
two thirds of the available persons offered 
themselves for work. 

The general race composition of the labor 
resource in 1940 was as shown in Table 51. 
The labor force was overwhelmingly white. 


52 


Social-Economic Composition oj American Labor Resource, 1910-1940 


Soda!-Economic Class 

Percentage of 

All Workers Who In Given Year Were In Each Class 

1910 

1920 

1930 

1940 

Total 

Professional persons 

Proprietors ond officials 

Farmers and farm managers 

Others 

Clerks and kindred workers 

Skilled workers and foremen 

Semi-skilled workers 

Unskilled workers 

Farm laborers 

Other laborers 

Servants 

100.0 

4.4 

23.0 

16.5 

6.5 

10.2 

11.7 

14.7 

36.0 

14.5 

14.7 

6.8 

100.0 

5.0 

22.2 

15.4 

6.8 

13.8 

13.5 

16.1 

29.4 

9.4 

14.6 

5.4 


100.0 

6.5 

17.8 

10.2 

7.6 

17.2 

11.7 

21.0 

25.8 

7.1 

10.7 

8.0 

Source; Dewhurst and Associates, op. cit, p. 549. 
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But a smaller proportion of the white popula¬ 
tion offered to work than of the non-white 
population. 

Next it is of interest to note what is com¬ 
monly called the social-economic classification 
or composition of the American labor resource. 
W hat percentage of the work force were more 
or less ‘‘their own bosses"? What percentages 
were “white collar" and "manual" workers? 
W hat percentages of the workers were skilled, 
semi-skilled, and unskilled? The data in Table 
52 throw some light on the answers to these 
questions. It will be observed that (*) the two 
largest classes have always been proprietors- 
and-officials and unskilled workers; (A) these 
two classes have been declining in relative 
importance, as clerical workers and semi¬ 
skilled workers have been increasing in relative 
importance; and (c) the relatively independent 


classes—professional persons, proprietors-offi- 
cials, and farmers—have as a whole declined 
somewhat in importance as the other main 
over-all class—the relatively dependent group 
—have increased in importance. 

Finally, what of the composition of the 
American work force with respect to quality of 
work capable of being done, whatever the 
occupational or social-economic nature of the 
jobs? Is the skilled worker or the unskilled 
worker, the manager, the farmer, etc., a good 
one in his own niche? What is his attitude 
toward his work; does he work hard and 
willingly or reluctantly? Obviously there is no 
statistical answer to this question; there are 
too many imponderables. There are those who 
say that the American workman is the world's 
best, others who say that he is close to the 
worst. Still others say that he used to be the 
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CHART Climatic Regions o] the United States 

124 



1 Troplcol rainy climate \ 9 / ; 4 u -J 'a 

2 Warm desert climate \ \ / ^ \ 

3 Dry lubtroplcal climate \/ \ 1 h 

4 Humid subtropical climate \ \«T*' V» _ \ 

5 Intermediate climate • short cold winter, \ { xT~7\ 

long hot summer l *u S ' 1 

6 Intermediate climate • long cold winter, \ 8 S J 

short hot summer ^ , 

7 Modified humid continental climate 

8 West coosl marine climate 

9 Middle latitude steppe climate 

10 Middle latitude desert climate 
U Mountain climate 

After Koeppen, Geiger, and others, adapted from Bengtson and Van Royen. futia-untah •/ Etoucmu 
Gttirafhy, 1955- (Prepared in office of the National Resources Planning Board) 


best but that he has slipped badly in the last 
two decades. Some observers in the last group 
blame modern monotonous initiative-destroy¬ 
ing machine industry; others blame unionism. 
In the absence of scientific information no 
proper answer to the above question can be 
given. 

2. The Capital Resource 

We include all the other American economic 
resources under the heading of capital. Thus 
natural resources are covered here, in accord¬ 
ance with our earlier discussions. The student 
is reminded that (*) this inclusion is based on 
the notion that "land” or natural resources— 
although in a sense the ‘‘free gift of nature” 


and not made by man, and although largely 
non-reproducible—docs not possess an eco¬ 
nomic value beyond that of all the savings 
which have been invested in making the re¬ 
sources accessible and useful. And (A) the prices 
of products depend on the savings and labor 
costs of developing and using the resources in 
relation to the demands for the products. That 
is, even when utilized, the natural resources do 
not in themselves constitute an element of cost 
to the economy. We may, however, usefully 
distinguish natural resources as such (includ¬ 
ing such non-markctable items as climate and 
shore-lines) from the resources, such as ma¬ 
chines and bridges, which are usually called 
"man-made.” 
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a. Natural Resources 

In dealing with natural resources we con¬ 
sider not only those that have current economic 
importance but also those that are not yet being 
utilized and one (climate) that thus far has 
been taken as found without utilization 
expense. Because we have already sketched 
the broad topographical, climatic, and other 
features of the natural resources of the United 
States, our discussion here consists mainly of a 
series of charts showing the nature and location 
of the various important natural resources. 
(Study carefully Charts 123-135 ) 

Although these charts show what the chief 
natural resources are and where they are 
located, they fail to indicate cither the 
quantity or the quality of the resources. They 
do not show how adequate the resources arc 
in terms of the current or future needs and 
wants of the economy's households. Neither 


do they give any hint of how well off for 
natural resources the American economy is in 
comparison with other real-world economics. 
On these points the following may be said 
briefly: First, the United States is more richly 
endowed with natural resources than other 
economies, possibly excepting Russia and 
China (see our discussion of resources for the 
world economy. Chapter 47). Second, of the 
three main (exhaustible) natural resources 
necessary for the maintenance and progress of 
a modern industrialized economy—coal, iron 
ore, and petroleum—only coal exists in suffi¬ 
cient quantity of reserves for many decades to 
come. Third, as of the present and past, the 
United States has always lacked certain vital 
natural resources such as chromite ore. man¬ 
ganese ore, nickel, raw natural rubber, tin, 
and tungsten ore. The economy could also do 
with many more miles of navigable rivers in 
the eastern and western coastal areas. 





Chare 126: U. S. Geological Survey. Chart 127: Bureau of Agricultural Economics U. S. Dept of Agriculture. 
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Lunds in Farms AvailableJor Crops 



Includes crop land 
harveiled, crop 
failure, idle or 
fallow land, and 
plowablo poituro 


United Stotoi total 513.914.000 ocrei 
or 27 percent of the total lond oreo 


loch dot repreientt 
25.000 acre. 


>f Agricultural Economic* U. S. Dept, of Agric. 


Chart 128- Bureau of Agr 


Pasture Laud Unsuitable jor Crops 


772 



,130 Principal Type-oJ-Farming Areas in the United States 


C^JDoiry 
roWhioi and 
“■ imoll groins 
E3 Bong* Imeitock 
CD Cotton 

ED Sublroplcol crept 
IffJ Tobacco 
IT7D Soil sufficing 

□ Com 

□ Control forming 


, — Fruit ond 
tJ g«nsrol forming 
E3 Potatoes 
QDSugor bests 
■ Truck forming 

□ «ic* 

CD Fiold boons 

□ Sugar con* 

□ Peanuts 

CD Non-ogricwlturof 


Chare 130; National Resources Planning Board. Chari 1)1; U. S. Gcol. Survey, Depi of Interior. 



Explanation N 

Anthracitic (anthracit* and 
semianthracilo) 

low volatile bituminous 

Medium volotil* ond hiQh volatile 

bituminous 
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Coal Fields oj the United States 





CHART 133 


Mine Production of Iron Ore in the United States 
















Prepared in office of the National Resources Planning Board. 


b. Man-Made Capital Other Than Developed Nat¬ 
ural Resources 

The human resource utilized the natural 
resource to produce machines and tools and 
equipment of various kinds (including work 
animals; machines for utilizing the natural 
resources; railroads and railroad equipment; 
roads and automotive highway equipment; 
harbors, riverways, and ships; communication 
equipment; buildings;and manufacturing equip¬ 
ment) to produce various kinds of finished 
products. It would be a staggering statistical 
task to take a census of all these items of 
physical man-made items other than farm 
land, minerals, etc. and to obtain an accurate 
figure representing the dollar worth of all this 
accumulated embodiment of savings. Not only 
arc the items very dissimilar but the worth 
(which, as we know, depends on the capital's 
earning power or net MRP) changes from time 
to time in the real world. The total amount 
originally saved and invested in these items 


would help an estimator very little, and the 
total cost of reproducing the capital (with or 
without a subtraction for depreciation) would 
be of little more assistance. In short, there are 
no very meaningful figures on the total amount 
of this capital, although a dollar-valuc estimate 
would give three or more hundred billions of 
dollars for the United States. For one estimate 
sec Chapter 47. 

Some indication of the accumulation of 
capital in the United States over the past 
century may be obtained from data on the 
horsepower ratings of prime movers installed 
on farms, on railroads, in mines, manufacturing 
plants, ships, on construction jobs, and in 
central electric stations for the operation of 
machinery. Since 1830 the horsepower of such 
prime movers, including work animals, has 
increased by about 25 times. 4 

5,9 ° 9285 ' ind "•pp'—x «S. 


775 





776 


THE UNITED STATES OF AMERICA 


C _ H * j* T Areas Producing Miscellaneous Minerals in the U.S., 1939 

135 



The gross annual investment in capital goods 
for five year periods from 1920 to 1939 is given 
in Table 33 for various industries and categories. 
These figures, uncorrected for changes in the 
general level of prices, show the accelerating 
effect of the 1925-1929 boom and the retarding 
effect of the 1930-1934 depression. Although 
not shown in this table, the annual total 
investment in capital goods was from 14 to 
20 per cent of the gross national product. 
(Both the annual investment and the GNP 
figures are gross figures, making no allowance 
for depreciation and depletion of previously 
existing capital goods.) 

The figures of Table 53, though interesting 
from the standpoint of total annual expendi¬ 
ture on capital, do not show the net increment 
to the economy's stock of capital accumulated 
from the saving and investment of previous 
years; as jusc stated, they are gross figures. The 


lata in Table 54 are obtained by making 
illowancc for the using up of a certain amount 
>f previously accumulated capital. It will be 
>bserved that the annual average totals of net 
apital formation for the four periods in this 
able are substantially less than the annual 
tverage totals of gross capital expenditures for 
he same periods as in Table 53- In fact, during 
1930-34 there was net dissaving of $2.5 billions 
hroughout the economy of the United States 
n spite of a gross expenditure of more than 5 
>illions. e 

With respect to the geographic location ot 
he American economy's capital, it should 
>orne in mind that, wherever production is 
:arried on, capital is also located. We may 
•efer to the pages where charts showing the 

ocation of productive activity are presented, 

or a picture of the geographic distribution 
jf the capital resource. 
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TABLE Gross Expenditures jor Capital Goods 

53 


Clan of Expenditure 

1920-1924 

1925-1929 

1930-1934 

1935-1939 

(Annual average in million*) 

Total Expenditure* 

$12,428 

$17,186 

$8,215 

$10,445 

Productive focilitie* 

7.570 

10.112 

5,272 

6,890 

Manufacturing 

1,996 

2.362 

1,074 

1,610 

Trade 

1,196 

1.940 

777 

719 

Traniportation 

1,797 

2.303 

1,277 

1,823 

Communication 

199 

316 

226 

221 

Public Utililie* 

693 

999 

483 

422 

Agriculture 

536 

677 

357 

650 

Other* 

1,153 

1,515 

1,078 

1,445 

Conitruction for houiehold* 

3,806 

5,557 

1.547 

2,256 

Retidentiol 

3,104 

4.443 

1,036 

1,727 

Religiou* 

95 

166 

59 

39 

Educational 

366 

505 

235 

292 

Recreational 

141 

265 

98 

106 

Hotpitol* 

100 

178 

119 

92 

Government developmental work* 

1,052 

1,517 

1,396 

1,299 

Highway* 

793 

1,161 

1,043 

810 

Conservation and development 

60 

71 

160 

317 

Sewage dispotol 

86 

152 

83 

90 

Water supply 

113 

133 

110 

82 


Sourcei Dewhunt and Associates, op. at., p. 375. 


D. Technology in the United States 

1. Recapitulation: General Nature of Tech¬ 
nology 

As has been frequently stated in this book, 
technology, in the most general sense, has to 
do with the manner in which the factor services 
arc combined to make products. More specifi¬ 
cally, in a money economy of specialization 
and exchange, technology is concerned first 
with the form in which saved dollars are 
embodied and second with the methods of 
combining various grades of labor with these 
embodiments in order to make products. The 
more effective the embodiment of savings and 


the more effective the combining of labor with 
these embodiments, the higher will be the 
productivity (i.e., the MPP and APP curves) 
of each factor service; and the larger will be 
the national income obtainable from a given 
quantity of resources. 

Technological improvements can thus offset 
the operation of the principle of diminishing 
marginal and average physical productivity 
for the factor services. The MRP's and ARP s 
of any service can in fact rise rather than fall 
over time as its quantity is increased relative 
to the quantity of the other services. 

It appears that technology itself, unlike a 
factor service, is not subject to diminishing 


Net Investment in New Capital Goods 



1920-1924 

1925-1929 

1930-1934 

1935-1938 

(Annuol Average in billions) 

Total amount 

| Percentage of national income 

$6.7 

9.9 

'mm. 

$-2.5 

-4.6 

$2.3 

3.6 


54 


So****, Based on data in C S. Shoup, National income Ana**. Houghton Mifflin Co., Boston, 1947. pp. 194, 213. 
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55 


Average Labor Productivity, Selected Industries and Years (Index Num¬ 
bers: 1930 = 100) 


Yeor 

Physical Output per lobor-Hour in 

Output per Worker in 

Manu¬ 

facturing 

Bituminous 

Cool 

Mining 

Anthracite 

Cool 

Mining 

Petroleum , 
Refining 

Steam 

Railroads 

Mechanical 

Trades 0 

White 

Collar 

Trodes® 

Agriculture 

1 

2 

3 

4 

5 

6 

7 

8 

lanBi 

1909 

48.8 

62.1 

87.2 

65.9 

— 

— 

— 

73.9 

1914 

56.2 

69.0 

92.3 

59.1 

66.3 

— 

— 

88.4 

1919 

56.2 

76.1 

102.8 

54.5 

75.0 

— 

— 

90.4 

1925 

83.3 

89.5 

100.9 

97.7 

91.9 

85.5 

100.1 

987 

1930 

100.0 

100.0 

100.0 

IgjS* !>'•' A, 

100.0 

100.0 

100.0 

100.0 

1935 

116.7 

102.3 

129.0 

154.5 

115.1 

116.1 

103.3 

97.4 

1940 

135.5 

126.2 

— 

— 

138-2 

134.7 

107.6 

115.1 


Source! Dewhurif and Associates, op. o#.. pp. 552-3. 

“Data on mechanical trades come from mining, manufacturing, railway transportation, electric power and goi utilities, ond 
construction. Dato on •'while collar" trades come from wholesale ond retail trode, communication, finance, personol ond professional 
services, ond miscellaneous occupations. 


returns in any usual sense. Rather, it is cumu¬ 
lative in its effects; it ’‘snowballs" at an 
expanding rate. The history of invention and 
innovation seems to substantiate this view. 

In any economy (e.g., the isolated frontier 
household) the improvement of technology 
usually does not just happen. There is often in¬ 
vestment of labor-hours or of saved dollars 
in efforts to improve it. This is especially true 
of the large modern industrialized economy. 
Invention is in this respect not very different 
from capital. Under a stationary technology 
newly saved dollars are embodied in existing 
forms. But under changing technological con¬ 
ditions new savings are used not only for the 
purpose of having mpirja^pital equipment; they 
are used in order to"have better, more effective 
equipment. Thus we have oversimplified our 
discussion heretofore; technology is by no 
means an absolutely independent basic economic 
variable or determinant. 

It would be a mistake, however, to carry 
the technology-capital analogy too far. Firms 
know pretty well what will happen when they 
invest new savings in existing forms; the 
MRP curves of these known embodiments are 
fairly well known. But the MRP curve of 
invention is not known. That is, if an American 
firm or the government invests large suras in 
research for improved techniques, it can never 
know whether the investment will pay off or 


not. A big discovery may come out of a small 
expenditure, and no discovery of importance 
may be obtained by a large one. No one, in 
short, can cross an MO curve of investment on 
research with an MRP curve of research be¬ 
cause no one knows the latter. 


2. American Conditions 

The story of technology in America is a 
fascinating one. "Yankee ingenuity" not only 
helped bring about the Industrial Revolution 
but also carried it much farther in the land o 
rich resource and "unlimited opportunity. 
Today the United States is known as the 
country of "mass" production, bigger an 

better” machines and "scientific" management. 

There can be no question that American 
technology is relatively a very advanced one 
and that, particularly during cert f‘"P c 1 r { !° 
(e.g.. 1866-1873, 1879-1883, 1889-1907, 1923- 
1929, and 1941-1948) there have been spurts 
of very rapid technological change. This is not 
the place for a discussion of its nature. It 
enough to say that it embraces every stage and 
ftspcct of production, from primary raw 
materials through to the sell.ng o fin I 
products. The cotton-pick,ng machine‘ s 
one of the more recent spectacular develop¬ 
ments in agriculture. Cuttmg, lo»J*ng. £ 
ing, and concentrating equ.proent have ™ 
mineral extraction highly mechanued. Manu 
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facturing has been perhaps the main field for 
inventions, with chemical processes, assembly 
lines, huge machines (such as the automatic 
bottle-making machine and the automatic steel 
strip mill), and various automatic devices 
replacing the labor of both unskilled and 
skilled workmen. Rail, water, air, and high¬ 
way transportation has had its share of 
technological improvements; so also has trade. 
The generation and transmission of power for 
the operation of all the machines has seen 
tremendous economies in the use of fuels and 
other sources of energy. Advertising and selling 
methods and product development and varia¬ 
tion have received more attention and develop¬ 
ment in America than anywhere else. 

As already pointed out, technology is not 
concerned solely with improving the forms in 
which saved dollars are embodied. It has to do 
also with the relations of workers to the 
machines and to each other. More than in 
other economics, attention has been given in 
America to effective methods of human adjust¬ 
ment. A great many techniques of selecting, 
training, and maintaining employees have 
been developed. 

The effects of rapid technological change in 
the United States may be seen in data on the 


(gross) average physical product ( APP ) of 
labor. The total amount of capital used with 
labor has increased more rapidly than has the 
total amount of labor; for example, the amount 
of horsepower capacity in manufacturing rose 
from 1.2 horsepower per man in 1849 to 6.5 
in 1939, an increase more than fivefold. 6 

This is one reason for the advance in labor’s 
APP, there has been a movement back-upward 
on labor's APP curve. Another cause of the 
increase in output per labor-hour has been the 
advances in technology. There have been 
successive upward shifts of labor s APP curve. 
Table 55 presents data showing the trend in 
labor productivity for various fields of pro¬ 
duction. 

Technology has had, as we shall sec later, 
profound effects on every aspect of economic, 
political, and social activity. The size, com¬ 
position, and distribution of the national 
income; the allocation and utilization of 
resources; the economic and social welfare of 
the households; the social organization for 
economizing; and the nature and form of 
government—all these have been molded to a 
large extent by technology and by changes 
in it. 

* Daugherty, tn , and U. S. Ccntus Bureau data. 




Part Three ■ Section B 


3 7 The Setting for Economizing 


(continued) 


E. The Social Organization 

In this section, as usual, we deal with the 
general methods and the general goals of 
economizing in the United States. That is, 
we discuss the institutional arrangements 
under which the American economic process 
is carried on and the American answer to the 
question of whose wants shall be satisfied 
how much. 

1. The General Methods of Economizing 
In this subsection we cover four topics: 
GO the economic-political units involved; 


a. The Economic-Political Units 

As in all political economies, three basic 
units in the United States arc concerned with 
the economic process: the household, the 
firm, and government. However, inasmuch as 
a great many households and firms do not 
operate merely as economic atoms but are 
organized into aggregates of economic-politi¬ 
cal power, we must recognize these associa¬ 
tions also as economic-political units and, 
later, study their economizing. (Americans 
are great "joiners,” associating themselves 
for various reasons in numerous economic, 


(£) the role of money in American economiz- political, and social groups.) 
ing; (0 the nature of American markets; and ~ * 

00 the price system in the economy. 


The firm* in the production process 


E. The Social Organization 

1. The general methods of economizing 
a The economic-political units 

(1) The households 

8 As buyers of products 

As sellers of factor services 
i. Saved dollars 
ii. Labor hours. Unionism 
Structural types of unions 
Rival unionism. Jurisdictional 
disputes 

Internal organizational problems f| 

(2) The firms of America 

he prod 

Number and kinds of firms 
i. Industrial classification of firms 
ii. Size classification 
in. Firms classified by type of owner¬ 
ship 

(c) Organizations of firms 

i. Organizations having to do with 

E oduct selling 

irm organizations having to do 
with buying factor services 

(3) Government in the United States 
(a) General nature 

(b) The economic-political role of 
government 

i. The public economy or firm 
ii. Government relations with 
households and private firms 


Our purpose here is not to discuss the econo¬ 
mizing of these units but to learn what they 
arc. 

(1) The Households. We have already dealt 
with the number, location, average size, and 
various wants of the American households. 
Wc have now to learn how these economic 
units are organized 00 as buyers of products; 
and (0 as sellers of factor services. 

(a) As Buyers of Products. In the purchase of 
products American households are, as we 
have said, swayed by advertising; are creatures 
of habit; are often moved by a desire to identify 
themselves with the firms producing the 
products (/ smoke Luckies, / drive a Buick, 
etc.); are moved by the desire to achieve 
social esteem through conspicuous consump¬ 
tion; and for the most part are woefully 
ignorant of the qualities of the products they 
buy. In this condition the great majority of 
households appear to be rather blissful, if 
one may judge from their apparent lack of 
inclination or ability to become what ^econo¬ 
mists would call "economic men, ie., 
rational purchasers. In short, in the buying o 
products the great majority of American 
households may be characterized as ignorant 
economic atoms. 

There are a (relatively) few exceptions. 
Occasionally one finds a household that care- 
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fully shops for ' bargains,” compares prices 
and qualities by its own investigations or by 
subscribing to a consumers’ research organiza¬ 
tion (such as Consumers' Research or Con¬ 
sumers' Union), belongs to a consumer “co¬ 
op," and makes a rational selection among 
available products. But by and large the cir¬ 
cumstances mentioned in the preceding para¬ 
graph prevail. 

In 1947 there were about 4800 consumer 
(retail) cooperatives with about 2.6 million 
members in the United States. This total 
membership comprised about 1.8 per cent of 
the total population in the economy. Of these 
cooperatives, about 4200 were federated into 
some fifty national or district wholesale buy¬ 
ing associations. 

In 1949 there were three independent con¬ 
sumer-research or product-testing organiza¬ 
tions whose services were used by about 
200,000 household members. In addition, a 
number of the better department stores in 
large cities had their own testing laboratories, 
not for the purpose of furnishing information 
directly to consumers but in order to screen 
the products sold by the stores. The large 
mail-order firms not only tested products for 
their own purposes but also labeled or graded 
products for household-buyers. Certain "wom¬ 
en’s” magazines were offering a certain amount 
of product information to their subscribers. 
The American Medical Association, American 
Dental Association, and American Pharma¬ 
ceutical Association were, in cooperation with 
manufacturers, working to provide "accept¬ 
able” products in their fields. In addition 
a number of women's organizations, such as 
the League of Women Voters, were trying to 
educate their members and the public in gen¬ 
eral on various matters including consumer 
information. 

(b) As Sellers of Factor Services . (i) Saved 
dollars. As savers and as sellers of savings' 
services the overwhelming majority of Amer¬ 
ican households were economic atoms. How¬ 
ever, in 1948 there were about 9000 credit 
unions with a membership of about 3-3 mil¬ 
lions, or about 2.3 percent of the population. 
These unions bought (i.e., paid interest on) 
savings from member households as well as sold 
the services of savings to member households. 

(ii) Labor hours. Unionism. But in selling 


labor-hours to firms nearly half of the Amer¬ 
ican households seem to have decided to 
abandon economic-political atomism. In 1948 
there were about 200 labor organizations or 
unions of national scope with a total member¬ 
ship of about 13 million workers, or about 25 
percent of the total labor resource and about 
40 percent of the total number of workers 
(below the rank of supervisor and owner) 
eligible to join unions. 

As can be seen from the data in Table 56, 
this membership figure represents a very large 
increase over the memberships for the years 
before the Congress of Industrial Organiza¬ 
tions was formed and before economic activity 
boomed during and after World War II. Most 
of the membership was concentrated among 
the manual workers in mining, manufacturing, 
construction, power generation, and transpor¬ 
tation and communication. White collar work¬ 
ers in these fields and in trade and service were 
not nearly so well organized. 

These data make it evident that labor 
unionism is a very important matter for house¬ 
holds, firms, and the whole economy. Every 
household and every firm is directly or in¬ 
directly affected by the economic-political 
decisions of the labor organizations. Ac¬ 
cordingly we must give them considerable 
attention in our study of American economiz¬ 
ing. At this juncture we shall confine ourselves 
to certain important structural or organiza¬ 
tional aspects of unions. In a subsequent 
chapter we shall consider their economic- 
political functioning. 

Structural types of unions. The first labor 
organizations in the United States, formed 
near the end of the eighteenth century, were 
local in geographic scope and craft in occupa¬ 
tional jurisdiction. A craft union is usually one 
composed of members who work in a single 
highly skilled occupation; job-wise its juris¬ 
diction is very narrow, and its members are 
held closely together by the customs, habits, 
and skill common to the type of work. Modern 
American examples are to be found on the 
railroads (e.g., the Brotherhood of Locomo¬ 
tive Engineers) and in the printing trades 
(e.g., the Typographical Union and the Photo- 
Engravers' Union). Later, as the country 
grew and markets widened, and as technologi¬ 
cal changes in materials and machines began 
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TABLE 

56 


Union Membership in the United States, 1900-1948 


Y oar 

All Union*’ 
Membership 
(in thousands) 

American Federation 
of labor 

Congress of Industrial 
Organizations 

Non-Affiliated Unions 

Total 

Membership 
(in thousands) 

Per Cent 
of All- 
Union Totol 

Totol 

Membership 
(in thousands) 

Per Cent 
of All- 
Union Total 

Totol 

Membership 
(in thousands) 

Per Cent 
of All- 
Union Totol 


869 

625 

72 

— 

_ 

ymsmi 

28 

1905 

2,022 

1,598 

79 

— 

— 


21 

1910 

2,141 

1,587 

74 

— 

— 

Hs 

26 

1915 

2.583 

1,968 

76 

— 

_ 

615 

24 

1920 

5,048 

4,093 

81 

_ 

— 

955 

19 

1925 

' 3,519 

2,831 

80 

— 

_ 

688 


1930 

3.393 

2.745 

81 

— 

— 

648 


1935 

3,728 

3.045 

82 

— 

— 

MM 


1940 

8,944 

4.247 

48 

3.625 

40 


Ml 1 . »P?li 

1945 

14.796 

6.93) 

47 

6,000 

40 

1,865 


1948 

15,000 


47 

6.100 

40 

1,900 

13 


Source: for yeors befoie 1935, leo Wolmon, Ebb and flow in Trado Unionism. Notionol Bureau of Economic Research, New 
York, 1936; for 1935 and later year*, U. S. Bureau of labor Statistics, Releoie No. W-558, October, 1947. The 
figure for 1948 estimated by authors. 


to blur demarcations among skills anJ crafts 
and even to destroy them, the geographical 
and occupational scope of the unions broad¬ 
ened. Previously unattached local unions of 
a given craft or group of crafts banded to¬ 
gether and formed district, regional, and 
ultimately national organizations. On a local 
or broader basis unions of closely related skills 
merged and formed single unions; these merged 
groups are often known as amalgamated craft 
unions. Modern examples are the International 
Association of Machinists, the Carpenters, and 
the Street and Electrical Railway Employees. 
In some industries, c.g., coal mining, brewing, 
and (later) the mass-production manufactur¬ 
ing industries organized by the C.I.O., the 
unions embraced all the employees, regardless 
of skill. A union having this kind of occupa¬ 
tional scope is known as an industrial union. 
Examples are the United Mine Workers, the 
United Steel Workers, and the United Auto¬ 
mobile Workers. 

The constituent unit or cell of a present-day 
national union is the local, which is composed 
of household members working in one or 
more plants of one or more firms in one com¬ 
munity or in two or more closely contiguous 
communities. Frequently the local units of 
a given national union which are located in 


i certain district or state arc also organized 
ilong district or state lines. 

The above discussion has dealt with the 
lature and development of the separate na- 
:ional unions formed by household members. 
But there is more to union structure than this. 
\t an early date the national organizations 
>aw that it was desirable to form national 
:oalitions in order to solve common problems, 
>uch as dealing with certain groups of em¬ 
ployers and settling jurisdictional problems 
imong themselves. These coalitions are noth- 
ng but federations. There has been no merging 
of national organizations, each retaining its 
)wn identity and its own autonomy or sov- 
jreignty." In scope or inclusiveness, there are 
[wo main kinds of federations: the industrial 
and the general. The general federation includes 
at the national level, national unions from al 
:rafts and/or industries, plus such local unions 
as are not part of a national organization. 
In the United States there arc two general 
national federations of labor: the American 
Federation of Labor, formed m 1886 by a 
? roup of craft unions; and the Congr«s ot 
Industrial Organizations, formed in 1937 *>> 
former A.F.L. affiliates because of the failure 

of the parent craft-union-dominated fedcracio 
co undertake large-scale organization work 
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in the non-union mass-production industries. 
General federations of unions arc found also 
at the state and local levels; but these are 
merely parts of the two national federations 
organized for the purpose of solving common 
state or local problems. Examples at the state 
level are the state federations of the A.F.L. and 
the state industrial councils of the C.I.O. Local 
federations are exemplified by the city-centra! 
bodies of the A.F.L. and the local industrial 
councils of the C.I.O. 

The industrial kind of federation is a group 
of autonomous unions, at the national or 
local level, which federate along industry 
lines. There arc none in the C.I.O. because 
this national general federation is composed 
of industry-wide separate unions. But within 
the mainly craft organization of the A.F.L. 
there are four national industrial federations: 
the building trades department, the metal 
trades department, the railway department, 
and the union label department. A given 
national union within the A.F.L. may belong 
to one or more of these departments; for ex¬ 
ample, the Machinists belong to the metal 
trades, railway, and union label departments. 
There are also state and local industrial feder¬ 
ations, such as the A.F.L.'s local printing 
trades councils and building trades councils. 

Rival unionism. Jurisdictional disputes. A 
moment's thought about the organizational 
types just described should make it clear that 
under the circumstances there are likely to 
be a great many conflicting jurisdictional 
claims. After the "rebel" unions left the A.F.L. 
to form the C.I.O. and after the success of the 
latter federation in organizing many of the 
big manufacturing firms, the A.F.L. was in 
self-defense compelled to launch organizing 
campaigns in the mass-production field. Obvi¬ 
ously the competition between the two feder¬ 
ations, made especially bitter by the strong 
personal feelings and animosities of the rival 
leaders, created serious problems for firms and 
communities and led to excesses on each side, 
such as calling strikes (work stoppages) in 
order to make the firm deal with one union 
rather than the other. Within each federation, 
particularly the A.F.L., there were also serious 
jurisdictional conflicts, with similar (although 
not so widespread) results. The overlapping 
between unions in this kind of rivalry was 


much less wide; for example, the jurisdictional 
dispute between the Carpenters and the Sheet 
Metal Workers (over whose members should 
install metal trim for windows in buildings) 
involved only a small segment of the work 
claimed by each organization, whereas the 
fight between an A.F.L. and a C.I.O. union 
(over which union a given firm’s workers 
should belong to) involved usually a 100 per¬ 
cent overlap. 

Internal organisational problems. Each local 
and state unit within a given national labor 
organization, as well as the national organi¬ 
zation itself, conducts its business through 
organizational groups which perform legisla¬ 
tive, executive, and judicial functions. Since 
the turn of the century there has been a sig¬ 
nificant increase in the centralization of au¬ 
thority in the hands of most national unions; 
that is, a given national's control over its 
locals has increased greatly. (Thus union 
government has had a development, caused 
mainly by technological changes, parallel to 
the development in the governments of nations 
all over the world.) Nevertheless the govern¬ 
mental matters about to be discussed arc in 
general applicable to each level of the organi¬ 
zation. 


a national union has a constitution and 
a set of by-laws for itself and for its locals. 
These documents, as well as any "laws" passed 
from time to time, are the product of the legis¬ 
lative process within the union. Legislation 
is enacted by a periodic or special national 
convention of delegates elected by the locals 
or by the use of the referendum. Within the 
framework of these rules the national officers 
elected by the convention exercise executive 
and judicial (dispute-settlement) functions; 
the officers administer and interpret the laws. 
These men arc well-paid, full-time officials 
who conduct the business of the union (in¬ 
cluding dealings with firms, sometimes) during 
inter-convention periods. 

At the local level the legislative function is 
performed by the local membership. Unless 
the local is very large, the officers are not full¬ 
time; they continue to work on the job. But 
there is usually a man who devotes full time 

Lrr f a,rS - thC business agent. This 
ocal official may or may not be a member of 
the union; for example, he may be a former 
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local attorney or politician. In any case it is 
he who conducts most of the local’s dealings 
with firms and who in practice performs most 
of the executive and judicial functions for the 
local. 

It would appear that union government is 
designed to operate in accordance with truly 
democratic principles. The households which 
belong to the unions or have helped to form 
them would seem to have a meaningful voice 
in determining union policy. But as with 
political government—local, state, or national 
—a constitution and a bill of rights and duties 
and a set of laws are little better than the 
human beings who administer and interpret 
them. In actual operation some unions yield 
to no organization in adherence to the prin¬ 
ciples of democracy. Other unions, either 
nationally or locally or both, are run auto¬ 
cratically (occasionally dishonestly) by their 
officers. Lack of interest among members or 
the inability of interested members to be 
articulate or effective makes it possible for 
unscrupulous union leaders and business agents 
to extort money from both members and firm- 
employers. The members arc often dependent 
on the officials for jobs and for positions of 
preferment within the union. The union may 
be in such a strategic position vis-a-vis the 
employers that by threat of a work stoppage 
the officials may be able to bend the employers 
to their wills, sometimes even extort money 
from them. Furthermore, schisms within 
unions are not infrequent as rival cliques 
struggle for control of the union machine. 
In short, unions arc no better and no worse 
than other organizations formed by American 
households and their members. But disregard 
of individual household-members’ rights by 
a union is a matter of particular concern be¬ 
cause a labor union is supposed to be a creation 
of the households themselves, the organization 
(with the possible exception of the firm) 
closest to the households, the organization 
which can give the greatest meaning to de¬ 
mocracy because of its day-to-day close con¬ 
tacts with one or more household members. 
The way in which democracy is practiced by 
a political representative many miles away in 
a local, stare, or federal legislative body or 
administrative-judicial organization ordinarily 
means much less to the usual household than 


the way in which democracy is practiced by 
the household’s union(s) or firm(s). 

(2) The Firms of America, (a) The Firms in 
the Production Process. As is true of firms in all 
economies, the firms in the American econ¬ 
omy buy and organize the factor services or re¬ 
sources in order to produce and sell products. 
In the last analysis the factor services or re¬ 
sources are owned by the households. But for 
real-world America we should not, as we did 
for our hypothetical economies, underplay 
the fact that the households’ ownership of 
the resources is in many cases indirect. This 
is because the firms themselves in the first in¬ 


stance own most of the resources except labor; 
they own most of the natural resources, the 
machines, the raw materials, the goods in 
process, and the inventories of products, and 
the households own these non-labor resources 
only insofar as the households own the firms. 
Moreover, production is in most cases a chain 
process; it is mostly conducted in successive 
stages, with different firms at each stage. 
There are only a very few firms, c.g., the Ford 
Motor Company and the Aluminum Company 
of America, that integrate within themselves 
nearly all the stages of production from the 
raw material through to the finished product. 
Usually one group of firms, e.g., the farmers 
or the mining companies, exploit the natural 
resources and produce the basic raw materials, 
such as wheat or coal. These raw materials 
(produced by combining inputs of labor, 
natural resources, and other man-made capital; 
arc the products of these firms. These raw 
material products are then purchased by 
other firms in the next stage of production, 
here inputs of labor and other capital (ma¬ 
chinery, buildings, and equipment) arc com¬ 
bined with the raw materials to make wha 
may be called semi-finished products. A th»r 
set of firms uses these semi-finished products 
as raw materials and employs other labor ana 
capital to produce either other sem.-fin.shed 
products or final consumption products. 
the process of production is not yet complete 
Thefinal product* must be made ava, b 

to households. This is accompishedtMthc 

through wholesale and retail selling firms 

through the final-product manufacturers o 

■outlets." Throughout the whole P™** 
also the services of certain other firms 
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needed, such as the firms providing transporta¬ 
tion and communication services and the firms 
selling the services of saved dollars, the banks. 

Thus there is a great deal of specialization 
among firms not only on different kinds of 
finished consumption products for the house¬ 
holds but also at the various stages of produc¬ 
tion. One firm's output is often part of another 
firm’s inputs. 

At the same time, however, we must not 
forget that fundamentally—no matter how 
many specialized firms and specialized stages 
of production there are—the economic process 
involves the same thing as in our model 
economies: The organizing of the households’ 
resources for the production of products to 
satisfy households' wants. 

A second fact about American firms is that 
most of them are multi-product firms; they 
turn out two or more products rather than 
just one. In other words, there is not as much 
specialization in products as one might expect. 
For this there are one or more reasons in 
regard to any particular firm. For some firms, 
such as a slaughtering and meat-packing plant 
or a plant producing coke out of bituminous 
coal or a petroleum refinery, the nature of the 
main raw material and of the production 
process is such that numerous wanted products 
and by-products arc produced. For other firms 
there arc no such by-products. But in a dynamic 
economy there is great economic risk in put¬ 
ting all one’s eggs in one basket; it is better to 
spread the risk by producing different items 
for different markets. For still other firms the 
consumption of a given main product is very 
seasonal, e.g., garden implements. Employ¬ 
ment of the factor services (the labor force and 
the fixed plant) must therefore be very seasonal 
also unless some other product such as sleds or 
other winter products can be produced with 
the existing factor services. Such firms lower 
their average costs and enlarge their profits by 
such dovetailing operations. 

A third fact about American firms is that 
a rather large proportion of them, particularly 
in certain fields like manufacturing, are multi¬ 
plant organizations. In the quest for profits 
the owners or the founders (promoters) have 
found it desirable to combine two or more 
(sometimes a great many) plants under one 
ownership. Sometimes these combinations are 


horizontal; that is, the plants of the firm are 
all in the same stage of production, whether 
manufacturing, retailing, or some other field. 
Examples are the chain merchandisers, the 
chain bakeries, and the chain dairy companies. 
Other combinations arc known as vertical or 
integrated. In this case, one firm, such as the 
Ford Motor Company, has plants at the vari¬ 
ous stages of production, from one or more 
raw materials to the finished product. A third 
kind of combination, which may be called 
mixed , combines both horizontal and vertical 
combinations. Thus, the United States Steel 
Corporation and the General Motors Cor¬ 
poration not only combine plants at the same 
stages of production but also plants that are 
integrated backwards in greater or less degree 
to the raw materials or parts. 

(b) Number and Kinds of Firms. A firm in 
America is any person or group of persons 
which owns a factor-servicc-combining oper¬ 
ation for the production of one or more prod¬ 
ucts. This definition covers all production and 
includes a one-person firm which employs no 
one but the person himself (e g., the country 
doctor who produces medical services) as well 
as the giant firm with hundreds of thousands 
of employees and many products. 

For various reasons' it is very difficult to 
know precisely how many firms there are in 
the economy at any one time. We may esti¬ 
mate, however, that in 1945 there was a total 
of about 10 million firms employing about 
55 millions of persons of various skills and 
occupations. This total number of firms may 
be broken down in various ways—by geo¬ 
graphic location, by industry group, by size 
(number of employees), and by type of owner¬ 
ship. We shall look here at the last three of 
these classifications. 

(i) Industrial classification of firms. The 
ordinary American thinks of a firm as a manu¬ 
facturing enterprise, but under our definition 
firms arc most numerous in the small-enter¬ 
prise fields—agriculture, trade, and services. 
Table 57 shows that roughly two-thirds of 
the American firms were farms of some sort. 
More than 15 percent were in touch with 
household-buyers in the wholesale-retail field. 


/ _ N r a ' lonil R«° u, ccs Committee. Tb( Strudun of the 
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TABLE 

57 


American Firms Classified by Industry Group, 1945 


Industry Group 

Per Cent of All Firms 

Per Cent of All Employees 

All Groups, total 

100 

100 

Agriculture 

62 

25 

Mining 

o 

2 

Manufacturing 

3 

26 

Construction 

2 

3 

Transportation, communication, ond 
public utilities 

2 

8 

Trade 

16 

17 

Finance 

3 

3 

Services, including government 

12 

16 


Source: Estimated from 1945 Census doto ond Reports of U. S. Sociol Security Board, 


a: less than 0.5 per cent. 


and more than 10 percent supplied services of 
some kind. However, the typical private firm 
in these fields was a small one; this is especially 
true if we consider that all government is in¬ 
cluded with “services'' (government employs 
about 6 millions). Although manufacturing 
firms were only about 3 percent of the total 
number, they employed more than one- 
quarter of all the employees. The remaining 
groups also were unimportant as to relative 
numbers of firms, but ranked more importantly 
with respect to relative numbers of employees. 

(ii) Si^e classification . That the big firms are 
in the aggregate important employers of pro¬ 
ductive factors is established also by the rough 
estimates presented in Table 58 for 1945- 
About nine-tenths of the total number of firms 
had five employees or fewer; nevertheless these 
small firms hired only about 35 percent of 
the economy's workers. At the other ex¬ 
treme were the giants having more than 10,000 


employees; these firms had on their payrolls 
about one-sixth of all the employees in the 
country, even though the number of such 
firms was very small. 

But number of employees is not the only 
criterion of size. Some production operations, 
such as petroleum refining, arc highly mecha¬ 
nized and require relatively few employees, yet 
are very large-scale. A classification of firms 
by amount of capital or savings inputs is 
therefore also desirable. Unfortunately the 
data arc not available. But a helpful classifica¬ 
tion that we can obtain is one based on amount 
or value of output. The Federal Trade Com¬ 
mission, the Temporary National (U. S. 
Senate) Economic Committee, and other in¬ 
vestigators of industrial concentration have 
provided information such as the following 
The leading five percent of firms produce or 
control the following percentages in the 
following fields: almost 80 percent of anthra- 


TABLE Firms Classified by Numbers of Employees. 1945 




Sire of Firms, by Number of Employee* 


1-5 
6-300 
301-1.000 
1.001-10.000 
Over 10.000 


Per Cent of All Firm* 


93.0 

6.7 

0.2 

0.1 


Per Cent of All Employee. 


35 

30 

10 

10 

15 


Source: Estimoted from 1945 Census doto and Report* of U. S. Social Security Bocrd. 
ai le*» than 0.05 per cent. 







THE SETTING FOR ECONOMIZING 


787 


TABLE Importance of Four Largest Firms in Certain Manufacturing Products, 1937 

59 


Percentage of Total Output Made by 
Four Leading firm* 

Number of Product* 

Percentage Which Value of The»e 
Product* Wo* of Totol Volue of 1807 
Product* 

Total 

1.807 

100 

75 or more 

840 

34 

50-74 

526 

23 

49 or lei* 

402 

42 

Unknown 

39 

1 


Source: TN.E.C Monograph No. 10, Indutlriol Concentration and Tor Mi, p. 6. 


cite coal production; about 90 percent of iron 
ore production; about 65 percent of the value 
of manufactured products; about 75 percent 
of developed water power; and about 45 per¬ 
cent of wholesale trade and of retail trade. 
In 1935 there were thirty American firms 
having assets of more than $1 billion each, 
while at the same time only ten of the 48 
states included within their borders property 
valued at more than the assets of the largest 
of these firms ($4.2 billions). In 1937 sixteen 
out of 308 insurance companies owned 80 
percent of all these companies' assets. Table 
59 presents data for manufacturing alone. Out 
of 1807 manufactured products, 840 were pro¬ 
duced in industries where the four largest 
firms were relatively so big that they were 
responsible for 75 percent or more of the total 
output; the value of these products amounts 
to more than a third of the value of all the 
1807 products. 

(iii) Firms classified by type of ownership. 
We come now to a classification of American 
firms that holds great significance for us in 
our study of the social organization for econo¬ 
mizing in the United States and in our effort 
to understand the setting within which Amer¬ 
ican economizing is carried on. We have just 
learned that ( a ) there is an enormous number 
of small firms—about 9 million production 
units which can be likened to economic atoms; 
0) these small firms are concentrated mainly 
(but, it should be clearly understood, not by 
any means solely) in the field of agriculture, 
trade, and service; ( c ) the large firms are found 
mainly (but, again, not solely) in mining, manu¬ 
facturing, construction, transportation, public 
utilities, and finance; and ( d) a relatively small 


number of big firms—a few of them very big— 
employ a very large proportion of the total 
labor input and produce very large proportions 
of total outputs. 

Now the existence of large firms along with 
the existence of many tiny firms raises certain 
questions of ownership. Who owns the large, 
the medium-size, and the small firms? Can 
any one household or person possess enough 
savings to make the investment necessary to 
own a large firm? If not, by what method do 
a number of households band together and 
pool their savings so as to have enough to 
form and operate a large firm? 

There arc in fact three main kinds of firm 
ownership in the United States: (a) the in¬ 
dividual, one-household or one-person owner¬ 
ship; ( b) the partnership of two or more per¬ 
sons; and (c) the corporation. By and large, 
the multitude of small firms are owned by in¬ 
dividual persons, as in Atomisia, or by two 
or more persons under a partnership arrange¬ 
ment; and the medium-size and large firms are 
corporations. We may roughly estimate from 
various sources that in 1945 there were about 
9.1 million individual proprietorships, about 
0.3 million partnerships, and about 0.6 million 
corporations. 

Thus the individual, one-man firm is over¬ 
whelmingly the most important numerically. 
But apart from agriculture, construction, trade, 
and services (including the professions) the 
corporate kind of firm is overwhelmingly the 
most important in volume of business trans¬ 
acted The data in Table 60, although for a 
period more than ten years ago, substantiate 
the above conclusions. 

Let us consider briefly for a moment the 
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TABLE 

60 


Relative Importance oj the Corporation, 1937 


Industry Group 

Percentage of Business Done by 

Corporations 

Other Forms of Ownership 

Agriculture 

Mining 

Manufacturing 

Construction 

Transportation 

Communication 

Public Utilities 

Trade 

Finance 

Services not including government 

7 

96 

92 

36 

89 

100 

100 

58 

84 

30 

1 

. 


Source: Temporary National Economic Committee <U. S. Senate), To.otion. Recovery. and Do fen.*, Monograph No. 20, 
Government Printing Office, Washington. R4 I, p. 3 19. 


characteristics of the three main American 
kinds of firm ownerships. The individually 
owned firm, such as an ordinary farm, a small 
drug store, or a small repair shop, is as old as 
private enterprise. It is easy, legally, to set 
up this kind of firm; there are very few tire¬ 
some formalities or "papers." Most of the 
savings invested in the firm arc the owner's. 
He is usually the sole manager. He takes all 
the profits, if any. He has the pleasure (un¬ 
doubtedly large, while he is in business) of 
"being his own boss," i.e., of finding a fuller 
measure of self-expression than when working 
for some one else. The firm's assets and lia¬ 
bilities are those of the owner. The owner 
himself is unlimitedly liable for the firm's 
debts. Legally, the firm ceases to exist when 
the owner retires or dies. Thus the firm and 
the owner are indistinguishable. 

In these facts lie most of the individual and 
social utilities and the disutilities of individual 
ownership. Many a person finds it most at¬ 
tractive to be "on his own" or "work for 
himself" and to have sole responsibility for 
che success of the enterprise. Having sole re¬ 
sponsibility for the failure of the enterprise 
is not so appealing, however, because an 
owner's house and any other assets may legally 
be used to satisfy the firm's creditors if the 
firm itself is unable to do so. The social utilities 
of the individual proprietorship lie in its 
scnsicivity to changing economic conditions 
and in the likelihood of hard work by the 


owner; in short, the benefits of economic 
atomism accrue to society. The social dis¬ 
utility lies mainly in the likelihood that a 
single person docs not have enough savings 
to make a firm large enough to achieve the 
benefits of modern technology. Big machines 
like modern blast furnaces and railroad loco¬ 
motives require huge capital investments be¬ 
yond the reach of most individuals. The big 
machines make for relatively low ATC and 
AIC curves. As stated before in this book, the 
prices of steel or of automobiles or of hauling 
freight would be very high relative to their 
present levels if these things had to be pro¬ 
duced by the savings-embodiments available 
to atomistic firms. 

The partnership is composed of two or more 
owners; there may in fact be a good many 
partners. It is established without much legal 
fuss; all that is usually necessary is an agree¬ 
ment between or among the partners on their 
respective investments, functions, and shares 
of profits. On the other hand the partnership 
dies as easily as it is born; it is dissolved when 
any one of the partners dies, retires, or be¬ 
comes incapacitated. In the usual kind of 
partnership each partner is unlimitedly liable 
for all the debts of the firm; his liability is not 
proportionate to his investment or profit- 
share. Exceptions exist in cases where a 
partner is expressly given a "silent" or limited 
status. Such a partner merely invests his sav¬ 
ings and leaves the firm's management to the 
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active partners; he is liable only to the 
amount of his investment. 

To an owner the partnership's utility lies in 
the ease of formation and in the possibility of 
the higher profits that may come from the 
specialization in managerial functions (pro¬ 
duction, selling, etc.), from the combining of 
specialized abilities in one firm, and ffom the 
larger lower-cost plant that pooled savings 
can build. But unlimited liability for one's 
own and one's partners' mistakes is a decided 
disutility. The fact that the partnership’s life 
ends when any partner withdraws is also a 
disadvantage. From the social standpoint, 
there is the advantage of lower costs without 
much loss in flexibility. 

The modern corporation is in part the result 
of the efforts of would-be firm-owners to find 
an arrangement that would avoid the dis¬ 
utilities of the individual-proprietorship and 
partnership forms of ownership. An owner¬ 
ship form was desired under which (*>) the 
firm would have a life separate from the life 
or participation of any one owner, i.c., owner¬ 
ship could be easily transferred from one 
person to another without affecting the exist¬ 
ence of the firm; (b) each owner would be 
liable for the firm's debts only to the amount 
of his own savings put into the firm; and (r) 
the large aggregates of savings needed to set 
up the embodiments required by modern tech¬ 
nology could be obtained with relative case. 
The corporate form filled the bill. Legally the 
corporation is a person distinct from any or 
all of its owners; owners may come and owners 
raay go, but the corporation goes on forever— 
or at least as long as the state government 
which created it (by issuing a special charter 
setting forth its rights, privileges, and duties) 
permits it to do so. The corporation-firm ob¬ 
tains the necessary large aggregate of (equity) 
savings by selling shares of stock to those who 
wish to become owners. These shares are small 
^usually tiny) bits of firm-ownership. Thus, 
?.J. or P° ratlon may have or intend to have one 
‘(lion dollars of savings invested in its oper¬ 
ations, but a share of stock ownership may 
‘‘P ar " amount of from, say, $5 to 
rh . . a person buys one or more shares, 
rn U k 8 l: V,ng a cercain amount of his savings 
? rm » he receives an engraved certificate 
pecuymg the amount or extent of his owner¬ 


ship-participation. The shares may be held by 
one wealthy household (as in the case of the 
Ford Motor Company) or by hundreds of 
thousands of households (as in the case of the 
United States Steel Corporation or the Amer¬ 
ican Telephone and Telegraph Company). 
Whenever a given stock-owner wishes to 
withdraw from the firm, he merely sells his 
certificate to some other household that wishes 
to become an owner or to increase the extent 
of its existing ownership. 

Because corporations may and in fact some¬ 
times have become such vast aggregates of 
invested savings, they can and do wield tre¬ 
mendous economic-political power. Therefore 
we must observe them a little more closely, 
just as we did the labor organization formed 
by households. We shall discuss first the 
securities , second the formation, and third the 
government of a corporation. 

Corporations, like other firms, require sav¬ 
ings for investment in durable plant and equip¬ 
ment (fixed capital) and in raw materials, 
giH»ds-in-process, inventories, and cash bal¬ 
ances (circulating or working capital). The 
savings for fixed capita/ come from one or 
more of three main sources: (*) out of the 
profits of the corporation (this source is known 
as corporate saving ); (£) out of the sale of stock 
to owners; and (r) out of the sale of bonds to 
lenders. The savings obtained from the first 
two sources constitute equity savings . The only 
difference between them is that, when the 
firm sells stock to owners, it asks their per¬ 
mission to obtain their savings in this manner, 
whereas when the firm withdraws its own 
savings from profits, it may or may not have 
obtained the assent of all the owners. In any 
case, such savings increase the equity of the 
owners. The third source of savings provides 
what we have previously called contract savings. 

The savings for circulating capital come 
either out of corporate savings or from funds 
borrowed on the short-term loan market 
usually from commercial banks. 

Our interest here is in savings for long-term 
or fixed capital. Let us look first at stocks. 
The money return received by the corporation 
owners per share of stock is known as a divi¬ 
dend. Dividends are paid by the corporation 
out of profits; the law is that unless there are 
profits, no dividends may be paid, for returns 
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to ownership are residual returns. Stocks are 
of two main kinds: common and preferred. As 
the name indicates, the owners of preferred 
stock are entitled to receive dividends before 
any return is made on common stock. Usually 
the rate of return on preferred stock is limited 
to a certain percentage (e.g., 5 percent) of 
the stock's par or face value (say $ 100 ). 
Slocks may also be preferred in the sense that 
their owners receive the par value of the stock 
if the corporation is liquidated. The preferred 
stock may be either cumulative or non-cumulative. 
That is, if the corporation for any reason does 
not pay a dividend on the preferred stock in 
any given year or years and if all such "passed'' 
dividends must be maJe up and the current 
year’s dividend paid before any dividends on 
the common stock are issued, the preferred 
stock is cumulative. If the preference is limited 
to the current year’s dividend, the stock is 
non-cumulative. Sometimes preferred stock 
“participates” in profits after the regular pre¬ 
ferred rate has been paid, but participating 
preferred stock is not usual. 

Other than the corporation's willingness 
and the amount of profits remaining after 
preferred dividends have been paid, there is 
no limit on the amount of dividend payable on 
common stock. Ordinarily the common stock 
has the voting right, i.e., each share of stock 
entitles the holder to one vote in the govern¬ 
ment of the corporation. However, some cor¬ 
porations have a non-voting class of common 
stock, and in some corporations the preferred 
stockholders have votes. In general, then, the 
preferred stockholders are more certain of re¬ 
ceiving dividend income and the common 
stockholders have (in theory at least) the 
control of the corporate firm's operations. 
In any given corporation there is a hierarchy 
of owners whose respective rights and privi¬ 
leges are set forth in their certificates. Some 
corporations have many classes of stocks and 
stockholders; others have only one or two. 

Under certain circumstances a corporation 
may try to obtain funds for fixed capital by 
selling bonds rather than stocks. A bond is 
a certificate of the corporation s indebtedness 
to the household-lender. There are two mam 
kinds of bonds: those (such as mortgage bonds 
collateral trust bonds , and equipment bonds, ) which 


have some sort of "security’’ or asset to which 
they are "attached” in case the corporation 
becomes insolvent; and those, usually called 
debenture bonds, which have no specific asset or 
backing, being dependent on the general credit 
standing of the firm. A bondholder is in no 
sense an owner or controller of the corporation; 
he is merely a creditor. But his return, which 
is known as interest , is more certain than that 
of preferred or common stockholders. The 
latter are not sure of receiving dividends (jhtir 
interest payments) or of getting their money 
"principal" back as owners. But the bond¬ 
holder is promised both regular interest pay¬ 
ments and the face value or principal of the 
bond, and, if these are not forthcoming, the 
corporation is said to be insolvent and the 
bondholder may claim bankruptcy. There is of 
course some risk to the bondholder, for the 
corporation's assets may be too small to 
permit payment of the principal in full. But 
most bonds are safe relative to stocks. To the 
supplier of savings, bonds arc contract capital 
and stocks are risk or venture capital. 

The third source of savings for fixed capital 
—savings voted to itself out of profits by the 
corporation before payment of any dividends 
(but of course after payment of interest on 
bonds)—has become increasingly used since 
1920. Ey using this source, the corporation 
frees itself of reliance on or obligation to 
household creditors (bondholders) and in 
effect makes the stock-owners save and give 
the corporation their savings. Obviously if 
the corporation does not take large chunks 
out of profits for expansion or for reserves 
(undivided surplus), it could pay higher divi¬ 
dends to the common stockholders. There has 
been a growing tendency to give the common 
stock a so-called “normal” rate of return and 
to retain the remainder for purposes of corpo¬ 
ration security and self-sufficiency. This is a 
fact of considerable significance to the economy 
as a whole, as we shall see. 

Thus far we have talked about the corpo¬ 
ration as if it were a person-less legal abstrac¬ 
tion. Actually it is controlled and operated b) 
human beings and is subject to the attitudes, 
beliefs, customs, and laws of human beings. 

With this in mind let us look bricll) at th 
process of forming and governing a corpora 
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tion. How is a corporation born? Do fifty 
thousand owners of savings spontaneously 
get together at a meeting at Yankee Stadium 
and decide to form a corporation? Obviously 
not. A corporation is conceived in the mind 
of one person or a small group of persons. 
These men are called the promoters. They sec an 
opportunity to make profits—profits for the 
owners they hope to enlist, or at least profits 
for themselves. So they project the plan for 
the corporation and 'incorporate'' by having 
their plan approved by the necessary govern¬ 
mental body. Almost all the existing corpo¬ 
rations were established by obtaining a certifi¬ 
cate of incorporation, i.e., a charter from 
a state government, free of federal supervision. 
There is usually a deal of "red tape" involved 
in obtaining the certificate, but some states 
(such as Delaware) have been more lenient 
than others. 

After effecting incorporation the promoter's 
problem is to find owners for the firm. There 
have been various methods of seeking owners 
(including the old-fashioned door-to-door 
quest for suckers by oil-company promoters 
and including circularization of households by 
mail), but the usual and most respectable 
method has been to have the issue of stock 
underwritten by an in vest mint banking firm. Such 
a firm, by itself or in conjunction with one or 
more other investment banks (the group being 
called a syndicate ) guarantees or underwrites 
that the promoter and his corporation will 
obtain a certain amount of savings from an 
unknown number of owners. The amount of 
savings is determined by the number of shares 
of stock that the promoter wishes to issue 
multiplied by the price per share at which the 
bank or the syndicate agrees to buy the shares, 
this price is somewhat below the price at 
which the bank or the syndicate believes or 
hopes it can sell the shares, through retail in¬ 
vestment houses or through commercial banks, 
to the public," i.e., the households, or to 
other firms (including other banks). Thus if 

t ere were 100,000 shares, the investment 
bank might buy the lot for $9,900,000, believ¬ 
ing that it could sell them for $ 10 , 000 , 000 , thus 
making a gross profit of $100,000. The corpo¬ 
ration would have its capital for beginning its 
activities, and in time the shares would be 


bought and owned by various households. For 
his services in promoting the corporation, a 
suitable compensation would go to the pro¬ 
moter (often decided by himself). 

The promoter sometimes stays on and is 
active in managing the corporation. More 
often he leaves his child and goes on, perhaps, 
to beget another and perhaps another. But 
before he can leave, his corporation must be 
organized internally and have a governing 
body. There must be officers to get the firm 
into operation. The electors are the owners of 
the voting common stock; each owner has as 
many votes as he has shares of stock. Theoreti¬ 
cally all the common-stock owners are the 
government of the corporation. In practice 
this town-meeting sort of government is im¬ 
practical, and a small number of persons hold¬ 
ing relatively large blocks of stock and person¬ 
ally interested in the affairs of the firm exercise 
the control.Such persons, including perhaps the 
original promoter, may own far from 51 per¬ 
cent (i.e., a majority) of the shares, but they 
obtain the necessary votes from the smaller or 
relatively disinterested share-owners by the 
use of proxies. Proxies arc authorizations, 
signed by the sharc-owners, that the holder 
is entitled to cast the votes of the signers on 
such matters as require stockholders* votes. 
These matters must be explained to the stock¬ 
holder at the time the proxy is requested. 
Sometimes, when there is a conflict for control 
of the corporation by "insiders" with oppos¬ 
ing views and interests, there is a sharp struggle 
for proxies. 

The actual governing body of the corpora¬ 
tion is the board of directors, elected by the 
persons who control the votes of the stock¬ 
holders. This board has a chairman, various 
other officers, and various committees. The 
board determines the general policies of the 
corporation on hiring inputs and producing 
and selling outputs. To execute these policies 
the board hires operating officials or em¬ 
ployees of high rank—the president of the 
corporation and various vice presidents agree¬ 
able to him. These top employees may or 
may not be—but often are—themselves stock¬ 
holders of the corporation. They and the 
lower employees whom they hire and to whom 
they delegate authority and responsibility 
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make che day-to-day decision* of the firm 
in accordance with the previously decided 
general policies. 

The stock of most corporations, especially 
that of the large ones, is owned by a very 
large number of households; perhaps 15 million 
households were on the lists of stockholders 
in 1948. A very large corporation like the 
American Telephone and Telegraph Company 
or the United States Steel Corporation has 
hundreds of thousands of stockholders, includ¬ 
ing many of its rank-and-file employees. Never¬ 
theless, as would be expected in a country 
where, we shall find, wealth and income are 
very unequally distributed, corporation stock 
is very unevenly held. A few corporations like 
the Ford Motor Company and the Great 
Atlantic and Pacific Tea Company are wholly 
owned by single families, and even in a cor¬ 
poration like A. T. and T. the ownership is 
unequally divided. Thus the Temporary Na¬ 
tional (U. S. Senate) Economic Committee, 
known as the T.N.E.C., found that as of 1937 
about 75,000 households (less than one per 
cent of the total number of stockholders) 
owned at least half of all household-owned 
corporation stock in the economy. 

But the most striking fact about American 
corporations is not inequality in the distribu¬ 
tion of ownership. It is the tendency toward 
separation of ownership from control, and 
this has become a matter of major social con¬ 
cern. In other words, although there is a 
great concentration in the ownership of corpo¬ 
ration stock, the concentration of corporation 
control is very much greater. As of 1937, the 
T.N.E.C. estimated that the directors and 
officers of the 200 largest non-financial corpo¬ 
rations held only 6 percent of the total com¬ 
mon-stock shares of these firms. Thus the 
holders of a small fraction of the voting stock 
make the decisions which affect the success of 
the corporation and the welfare of all stock¬ 
holders, as well as that of the whole economy. 

Presumably these decisions by the ' insid¬ 
ers” should be in the interests of all stock¬ 
holders including themselves. But it must be 
remembered that the interests of all stock¬ 
holders, including the insiders, arc not neces¬ 
sarily identical. For example, in a high-proht 
year the common stockholders would usually 
wish to receive high dividends ( get theirs 


while the getting is good”), whereas the 
preferred stockholders, who receive only fixed 
amounts of dividends, might wish to limit the 
amount of common-stock dividends so as to 
leave in the corporation's surplus enough to 
assure the payment of preferred dividends in the 
next (possibly lean) year or two. The more 
different kinds of stock there are, the more 
likely are there to be such conflicts of interest. 

The most important possible conflict of 
interest within a corporation arises from the 
separation of ownership and control that 
usually exists. It is possible for the directors 
to manage the corporation as a public trust, 
seeking by their decisions to achieve "the 
greatest good of the greatest number” of the 
stockholders. It is also possible for them to 
make their decisions mainly with an eye on 
their own private gain and with little regard 
for the ordinary stockholder s interest. It 
is this possibility that has great economic- 
political significance. And various investiga¬ 
tions have established the occasional actuality 
of such behavior. Profits have sometimes been 
given to insiders (rather than to the stock¬ 
holders) when the officers voted themselves 
large salaries or bonuses. Or the board of 
directors may be composed in part of men 
whose main interest is in milking the corpo¬ 
ration in another way: They are chiefly con¬ 
cerned not with the success of the corporation 
itself but in furthering the success of other 
firms they are connected with, firms which 
have something to sell—e g., banking services 
or raw materials—at a price higher than the 
corporation would have to pay if it used its 
bargaining power or bought in the open, more 
or less competitive, market. 

The corporation in which separation of 
ownership from control is greatest anJ in 
which, consequently, there is the greatest 
opportunity for misuse of power, is the holding 
company. This kind of corporation is formed 
not to carry on productive activities directly 
but to combine a number of producing cor¬ 
porations under one general management 

through holding or controlling the stock votes 

of the • daughter" corporations, which are 

known as sub S ,d-an„. The United States Steel 
Corporation is a holding company, formed in 
1901 by the investment banking firm ot o. • 
Morgan and partners. Most of the existing 
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holding companies are in public utilities and 
railroads. The American Telephone and Tele¬ 
graph Company is the largest in the country, 
controlling manufacturing subsidiaries and 
a great many operating telephone companies 
all over the country. 

Holding companies, by virtue of their 
financial resources, prestige, and economic- 
political power, may be of definite benefit to 
the holders of the stock of the operating com¬ 
panies by setting high standards of efficiency 
and by furnishing necessary engineering, legal, 
financial, and other assistance at relatively 
low costs. But the evidence collected at various 
investigations establishes the fact that the 
holding company has also offered rare oppor¬ 
tunities for milking the ordinary owners of 


But under real pyramiding the promoter will 
never need to spend $40 million of his own, 
potent as these dollars show themselves to be. 
He will divide the operating companies among, 
say, four holding companies, divide these four 
among two higher holding companies, and 
have at the apex the great-grand-pappy of 
them all, the master holding company. Let us 
suppose that in each of these three layers 
(above the operating companies) the voting 
common stock is, as in the operating com¬ 
pany's capital structure given above, 20 per¬ 
cent of the total, and that one-half of this, or 
ten percent, is all that is needed for control. 
(If proxies could be easily obtained, of course, 
the percentage could be very much smaller.) 
Then we have the following situation: 


Amount needed for control of $400,000,000 assets of operating companies $40,000,000 

Amount needed for control of $ 40,000,000 capital of holding companies C $ 4,000,000 

Amount needed for control of $ 4,000,000 capital of holding companies B $ 400,000 

Amount needed for control of $ 400,000 capital of holding company A $ 40,000 


the operating companies. And this oppor¬ 
tunity has often been exploited by one man 
or a small group of men with an investment 
of savings that is very small compared to the 
total value of stockholdings in the corporation 
as a whole. 

The edifice of control based on a small in¬ 
vestment has been a "pyramid" of operating 
and subsidiary holding companies, and the 
process of building the edifice is commonly 
known as pyramiding. (This discussion does not 
apply to many holding companies, including 
the two mentioned above.) Let us look briefly 
at a hypothetical example. Suppose that each 
of 20 operating electric light and power com¬ 
panies has the following capital structure: 


Bonds 

Preferred Stock 
Common Stock 
A—Non-voting 
B—Voting 
Total 


$ 10 , 000,000 

2 , 000,000 

4,000,000 

4,000,000 

$ 20 , 000,000 


Then by an outlay of $2,000,000, or half tf 
value of the voting-control common stock c 
each of the 20 companies, the promoter t 
insider can obtain control of each corapam 
*hat is, a total outlay of $40,000,000 givi 
n,ra control of $400,000,000 worth of asset 


Thus with an outlay of $40,000 the promoter 
controls the top holding company, which in 
turn controls the two second-layer holding 
companies, which in turn control the four 
third-layer holding companies, which finally 
control the 20 operating companies producing 
electric light and power. This relatively tiny 
outlay, which amounts to 0.01 percent of 
the operating companies' assets, makes the 
promoter a dictator over a large economic 
empire and gives him the power to help or 
harm the operating companies and the other 
owners of these companies and of the holding 
companies. 

Fantastic? Perhaps; nevertheless an actuality 
before its continuance and repetition was for¬ 
bidden by federal statute (see Chapter 42). 
In the Associated Gas and Electric holding- 
company system there were twelve layers in 
the pyramid, and the promoters controlled al¬ 
most a billion dollars worth of assets with an 
expenditure of about 0.03 of this amount. 
The Insulls' vast public-utility empire had 
seven layers and was built with an outlay 
amounting to 0.03 percent of the capitaliza¬ 
tion of the companies. The Electric Bond and 
Share system was controlled by men whose 
expenditure was 0.002 percent of total capital¬ 
ization. The Van Swcringen brothers' railroad- 
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real estate domain cost them less than 1 per 
cent of the capitalized value. And so on. 

Thus ordinary households organized in 
corporate firms to buy factor services are in 
much the same position in their organizations 
as ordinary households organized in labor 
unions for the sale of the factor service of labor. 
Like labor organizations, corporations are no 
better or worse than any other association of 
human beings. That is, they are no better or 
worse than the human beings who belong to 
them, particularly the officers who occupy the 
decision-making positions and thereby exer¬ 
cise power within the organization. The 
growth of big business, like the growth of 
big unionism and big government, is based 
partly on the desire for power and security and 
partly on the development of advanced tech¬ 
nology. Just as 'corruption'' within big 
government and big unionism, to the ex¬ 
tent that it exists, is partly caused by apathy 
among citizens and apathy among union mem¬ 
bers, so is corruption within big business 
partly the effect of apathy among stockholders. 
Eternal vigilance is the price of democratic 
freedom within any association of human 
beings. 

(c) Organisations of Firms. Big business is 
even bigger than we have thus far indicated. 
For firms, however large or small in them¬ 
selves, frequently band together to further 
their mutual profit-seeking or other interests. 
That is, in America there are unions of firms 
in various industries. These unions, like the 
labor unions of households, have political as 
well as economic aims and methods, some of 
which will receive our attention later in our 
discussion of economic-political functioning. 
Our interest here is in the number and struc¬ 
ture of these organizations. In general, they 
may be classified under two heads: (I) groups 
having mainly to do with the selling of prod¬ 
ucts; and (2) those having to do with the 
buying of factor services. In general and under 
the law, the control over individual-firm 
decisions by these organizations is based on 
persuasion and on recognition of mutual inter¬ 
ests. Each firm retains its separate existence 
and freedom of action. 

(i) Organizations having to do with product 
selling. There are today two main kinds of 
formal, legal firm associations having to Jo 


with the selling of products: the cooperative 
marketing association and the trade association. 
In addition to these, although now outlawed, 
there have been trusts and pools of various sorts. 
There exist today also the patent pool (whereby 
firms share their innovations by a system of 
cross-licensing) and various informal arrange¬ 
ments among firms (i.e., collective action not 
effected through a formal organization). 

The organizations of product-sellers arc by 
no means confined to large firms. They exist 
importantly in an industry of small firms, 
agriculture. Farmers of various kinds exercise 
political pressure through such national or 
regional associations as the Grange, the Farm 
Bureau Federation, and the Farmers' Union. 
In the economic field many farm products 
are sold through government-encouraged co¬ 
operative marketing associations. In 1948 
about one-fourth of the American farmers 
were members of one or more cooperatives, 
which numbered about 10.5 thousand. These 
associations sold for their members about half 
of the economy's entire output of grains and 
fruits, almost half the butter, and about three- 
fourths of the milk, plus smaller fractions of 
many other agricultural products. 

Trade associations exist mainly in manu¬ 
facturing and, depending on the technology 
and the financial history of the "industry," 
are composed of small, large, or medium-sized 
firms or firms of a combination of sizes. They 
may be regional or national. Most of them arc 
confined to particular industries, i.e., lines of 
related products; but some are much more in¬ 
clusive, locally or nationally. Examples of the 
industry kind are the National Sand and 
Gravel Association, the American Iron and 
Steel Institute, and the National Electrical 
Manufacturers’ Association. At the national 
level the National Association of Manufac¬ 
turers represents all manufacturing. An ex¬ 
ample of a local inclusive federation is the 
Merchants and Manufacturers Association of 
Los Angeles. In 1948 it is estimated that there 
were more than 2,000 national associations 
and some 6,000 local and regional ones 

(ii) Firm organizations having to do with buying 
factor services. Many of the trade associations 
mentioned above devote some of their energies 
to assisting members in some of their factor- 
service problems, such as raw material sup- 
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plies. Some of them, like the National As¬ 
sociation of Manufacturers, also have a lot 
to do with services for member firms in the 
latter's relations with employees and unions. 
But there are also numerous associations which 
concentrate on the labor problem. National 
examples of an industrial type arc the Na¬ 
tional Metal Trades Association and the Amer¬ 
ican Newspaper Publishers' Association. Local 
industry examples are the local newspaper 
publishers and the building construction em¬ 
ployer groups. Local inclusive groups arc il¬ 
lustrated by the Associated Industries of 
Cleveland and the Associated Employers of 
Indianapolis. There are also many state em¬ 
ployers' associations. 

(3) Government in the United States. Having 
learned something about the way American 
households and firms are organized for econo¬ 
mizing, let us turn now to the third of our 
economic-political units, the governmental 
units. What is the nature and role of govern¬ 
ment in America? What is the attitude of gov¬ 
ernment toward the methods of economizing 
by households and firms? 

(a) General Nature. From the many facts 
presented by textbooks on American govern¬ 
ment, our present purposes lead us to stress 
six things. First, the United States has a 
democratic, non-authoritarian form of govern¬ 
ment, with relative freedom of voting, relative 
freedom of speech, relative freedom of wor¬ 
ship, universal suffrage, relatively high regard 
for the rights of the individual and of minority 
groups, and relative equality of opportunity. 
Second, there arc three main levels of govern¬ 
ment: local, state, and national or federal. 
Our interest is overwhelmingly in the federal 
government. Third, at each level the govern¬ 
mental operations may be classified as legisla¬ 
tive, executive, and judicial. City councils, 
state assemblies, and the federal Congress 
make the laws; the local, state, and national 
executives administer and (in part) interpret 
the laws; and the courts at various levels 
render the final, binding interpretations of the 
laws. Fourth, at each level the above three 
governmental functions, particularly the legis- 
auve one, arc performed by representatives 
? * P°*itical party. This is the usual situation 
»n democratic nations. In the United States 
there have been, for more than a century, only 


two main political parties, the Republican and 
the Democratic. There is thus not the same 
problem of obtaining effective majority action 
as in countries where there arc numerous 
relatively small parties. Fifth, with the in¬ 
creasing complexity of economic life there 
has been a definite trend toward a centraliza¬ 
tion of authority and power in the federal 
government. Sixth, as in all democracies (but 
not necessarily confined to them), there is an 
observable lag between the growth of a prob¬ 
lem and the projection and operation of an 
attempted solution. This cultural lag appears 
to exist mostly in the judiciary, second in the 
legislative branch, and least in the administra¬ 
tive branch of government. 

In 1949 there were, in addition to the federal 
government, 48 state governments and about 
155,000 local governments (municipal, county, 
township, school district, etc.). 

(b) The Economic-Political Role of Government. 
What were these governmental units doing 
that would be of interest to the student of 
political economy? Their operation may be¬ 
thought of in two ways, each very closely 
related to the other: (1) their relations to 
households and to private firms; (2) their 
operation as a sort of super-firm, i.c., as an 
employer of factor services and a producer of 
products (services of various kinds for house¬ 
holds and firms) or as a spender of outlays and 
a receiver of revenues. 

(i) The public economy or firm. Let us look 
first at government as a ’•firm." We shall deal 
initially with all governmental units and then 
focus our attention on the federal government. 
According to the U. S. Statistical Abstract, in 
1946 there were 2.9 million persons employed 
by the federal government at a total monthly 
cost of $522 millions. At the same time the 
state and local governments employed 3.4 
million persons at a total monthly cost of 
$532 millions. Any firm that had 6.3 million 
employees and an annual payroll of $12.6 
billions would indeed be considered "bie 
business.” e 

Government spends money on many items 
other than labor input. For example, according 
to a study made by the U. S. Census Bureau, 
f ' otal . S overn ment expenditure of $ 23.1 
billions in 1941 was divided as follows: payroll 
for employees 28 percent of total; interest on 
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public debt—7 percent; capital outlays (in¬ 
cluding public construction and expenditures 
for national defense)—54 percent; and "public- 
to-private“ transfers (i.e., social security pay¬ 
ments, old age and other assistance, veterans’ 
pensions, etc .)—11 percent. 

Of this total amouot ($231 billions) spent 
by governmental units in 1941, 56 percent 
was paid out by the federal government, 15 
percent by state governments, and 29 percent 
by local governments. We stated above that 
one of the characteristics of American govern¬ 
ment is the increasing centralization of au¬ 
thority at the federal level. This conclusion is 
fortified by statistics which show that out of 
total governmental expenditures those of the 
federal government have been a rising percent¬ 
age (excluding war expenditures, which are of 
course made only by the supreme authority). 
Thus, whereas before the first world war 
federal expenditures averaged little more than 
one-fourth of the total, during the 1930’s they 
were from one-third to more than one-half. 

We may note four main factors that have 
influenced the total of government money ex¬ 
penditures and the trend thereof: war, a rising 
general level of prices, the growth of popula¬ 
tion, and the increasing importance of govern¬ 
ment in economic life. Our interest here is in 
the last of these factors. We can eliminate 
most of the influence of the other three by 
looking at non-war (or closely pre-war and 
post-war) years; by dealing with governmental 
expenditures on a per-capita basis; and by 
correcting the per-capita figures for changes in 
the general price level. When we do this, we 
find the trend in the per capita expenditure by 
government to have been as shown by the 
following index numbers: 

1890 — 37 
1913 — 62 
1926 — 100 
1933 — 157 . 

1936 — 186 
1949 — 290 

The increasing importance of total govern¬ 
ment expenditure may also be seen from the 
trend in the percentage of this outlay to total 
national income. Thus, whereas in 1890 the 
total outlay by government was only about 
8 percent of the American national income, by 


1929 it was about 14 percent, by 1932 about 
26 percent, by 1940 about 27 percent, and by 
1949 about 30 percent. 

What did government "produce" with these 
outlays or expenditures? In general, it pro¬ 
duced (bought) protection and other services 
for households and firms; and it produced 
regulation and control over households and 
firms. It is difficult to classify many of the 
items of expenditures under these two heads, 
however, because what is spent for regulation 
or control over certain households and firms 
may also be considered as protection and 
service for others. (Expenditure for national 
defense may be considered mainly protection 
because the 'enemy” is from without.) So 
it is better merely to list the outputs of 
government by object of expenditure, as in 
Table 61. 

Let us look next at the revenues received by 
American government and at the sources of the 
revenues. In doing this we come upon an im¬ 
portant fact that distinguishes government as 
an economic unit from the private economic 
units, households and firms and unions of these. 
Except for a few government corporations 
which sell water, electricity, and a few other 
products much as private firms do, the govern¬ 
ment does not behave like a private firm; it does 
not directly ''charge” each household and firm 
a price for the services it produces. It obtains 
revenue indirectly by taxing the private eco¬ 
nomic units; and the amount of taxes paid by 
any given household or firm may be much 
smaller or much larger than the total value 
of the services received by these units would 
be if we could imagine them valued at private 
market prices. In other words, so long as the 
private economic units do not revolt, govern¬ 
ment, being the supreme political authority 
and being supposed to represent all house¬ 
holds and firms, is able to a large extent to 
disregard the rules of private buying and sell¬ 
ing which under government direction control 
ordinary households and firms. Because of its 
authority over and representation of its own 
country, government cannot become insolvent 
in the way a private economic unit can;so 
long as the citizens do not revolt, it can (by 
borrowing) ’’lose” money (have an excess of 
outlays over revenues) indefinitely. (See Chap¬ 
ter 41.) It can provide many services without 
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TABLE Government "Output” in 1913, 1932, 1941 

61 



Total Net Amount (in Millions) Spent (at 194 1 Prices) 

Object of Expenditure 

by All Government in 


1913 

1932 

1941 

Total Amount 

$4,904 

$14,384 

$23,130 

General control and regulation 

482 

1,121 

1.205 

National defense (armed forces and veterans' pensions) 

708 

1.686 

6,705 

Other protection (police, fire, inspection, etc) 

327 

692 

728 

Transportation (highways, woterwoys, etc) 

850 

2.472 

1,961 

Naturol resources (forestry, flood control, reclamation, etc) 

85 

810 

1,441 

Health and sanitation 

237 

527 

415 

Welfare, hospitals, and correction 

368 

1,069 

3,635 

Sodol insurance 

— 

199 

1.915 

Schools 

1,380 

2,429 

2,419 

libraries 

15 

51 

54 

Recreation 

68 

208 

203 

Contributions to credit corporations and public service enterprises 

106 

1,384 

256 

Government employee pensions 

15 

no 

265 

Interest on debt® 

202 

1,174 

1,672 

Miscellaneous 

61 

452 

256 


Sowc®: J. F. Dewhurst and associates. America', NmIi and fteiowrce,, Twentieth Century Fund. New York. 1947, pp. 468-9. 
a This item, although a port of outlay or expenditure, ii not port of "output." 


charge (tax) to many households and firms, 
and it can charge (tax) many others much more 
than the market value of the services received 
by the private economic units. 

With these things in mind let us look at the 
amounts and sources of government revenues. 
Because the federal government gives to the 
state governments money for certain programs 
(such as road-building, education, and health 
and welfare), it is desirable to distinguish 
federal from state and local government rev- 

A mounts and Sources oj Fed¬ 
eral Revenue in 1942 


enues. Tables 62 and 63 show where the money 
came from in 1942. 

If it is true that total government revenue 
does not, even over very long periods, have to 
be the same as total government outlay, it 
should be interesting to observe the conditions 
under which there have been differences be¬ 
tween the two totals. Table 64 shows, by ten- 
year periods, the total surplus or deficit of 
revenue in relation to expenditure for the 
federal government from 1789 to 1946. It will 


Source 

Amount 
(in millions ) 

Total 

Taxes 

Individual income taxes 

Corporation income taxes 

Excise taxes and customs 
licenses and privileges 

Payroll taxes for social insurance 

Uttser 

Earning, of government enterprises and 
miscellaneous 

$13,721 

13.510 

3,263 

4.744 

3.294 

517 

U71 

421 

211 


Sowcei U. S. Statistical Abstract. 1947. p. 372. 


62 


TABLE 

63 


Amounts and Sources oj State 
and Local Government Rev¬ 
enues in 1942 


Source 

Amount 
(in millions) 

Total 

Taxes 

Individual income taxes 

Corporation income toxes 

Property toxes 

Soles taxes 
license ond privileges 

Poyroll toxes for social insurance 

Other 

Aid received from other governments 
Earnings and miscellaneous 

$13,137 

9,655 

277 

277 

4,593 

2.345 

822 

1,084 

257 

2,572 

910 


Source. U. S. Statistical Abslroct. 1947, p. 372. 
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TABLE 

64 


Excess o] Revenue over Outlay, 
Federal Government, 1789- 
1946 


Period 

Total Surplus (+ ) 
or Deficit ( - ) in Millions 

1789-1800 

S -0.6 

1801-1810 

+ 39.7 

1811-1820 

-29.1 

1821-1830 

+ 57.6 

1831-1840 

+ 59.7 

184 1-1850 

-55.5 

1851-1860 

+0.7 

1861-1870 

- 2.266.1 

1871-1880 

+409.5 

1881-1890 

+1.027.9 

1891-1900 

- 166.4 

1901-1910 

+66.3 

1911-1920 

-23.046.3 

1921-1930 

+ 3.257.0 

1931-1940 

-30.123.7 

194 1-1946 

-206,284.2 


Source: U. S. Statistical Abstract. 1947, p. 315. 


be observed that surpluses have existed for the 
most part during prosperous peace-time decades 
and that deficits have occurred mainly in dec¬ 
ades of severe depression or in war-time dec¬ 
ades. 

If the government sometimes spends more 
than it receives, where docs it get the money? 
Some central governments occasionally resort 
to the printing press; that is, having sovereign 
and exclusive control over the country’s supply 
of money, the government is able to print new 
money to make up the deficit. Because free use 
of this method (as in Germany after the first 
world war) has sometimes resulted in uncon¬ 
trolled inflation, however, the more favored 
measure in America is to borrow the money 


from households or firms (especially banks) or 
from both. This was the method used in the 
periods from 1911 to 1920, 1931 to 1940, and 
1941 to 1946. 

Under certain circumstances the printing- 
press method creates no debt for the govern¬ 
ment, but borrowing always does. Since the 
latter method has been used almost entirely in 
the United States, and since the deficits noted 
in Table 64 clearly outweigh the surpluses, we 
should expect to find a very large debt owed 
by American government to the private eco¬ 
nomic units in the economy. The figures in 
Table 65 fulfill this expectation. Before the 
first world war the federal debt was relatively 
modest, considerably smaller than the state 
and local debt. Two big depressions, two 
world wars, and the growing complexity of 
the economy caused all government debt to 
rise tremendously; but the increase in the 
federal debt far outstripped that in the state 
and local debt. The fact that the total govern¬ 
ment debt was 50 percent larger than the 
national income in 1945 does not mean, how¬ 
ever, that the economy was unable to carry 
the debt. We shall discuss this point later on 
(Chapter 41). 

(ii) Government relations with households and 
private firms. Now, with the data of the above 
tables in mind, let us consider the role of 
American government with respect to the 
economizing of individual firms and house¬ 
holds. 

Government in real-world America is, as 
we have said, democratic. It operates in ac¬ 
cordance with the American belief in the 
"capitalistic" or free-private-enterprise system. 


TABLE Government Debt in the United States, 1913-194 5 


65 


Year 

Amount of Debt (in Billions) 

Total 

Federal 

State and 

Local 

1913 

1922 

19 2 

IS 5 ) 

1 _ ,9 ' 5 

$ 5.7 

332 

39.0 

63.2 

275.2 

S 1.2 

23.0 

19.5 

43.0 

250.7 

S 4.5 

10.2 

19.5 

20.2 

16.5 


Percentage of 
Tofol Debt lo 
Nolionol Income 


16 

56 

94 

70 

150 


Federal Debt 
per 

Inhabitant 


i 12.27 
208.65 
156.10 
325.62 
1.852.74 


Source: Dewhurst and associates, op. of., p. 
of Commerce. 
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It also goes far in upholding the democratic 
political freedoms. In short, from both the 
economic and the political standpoints, the 
United States government is far from being an 
authoritarian government like the ones that 
used to exist in Germany and Italy and like 
that of present-day Russia, or like the one we 
imagined for Dictatia-Rulenia. But it is also 
a good deal removed from the purely Ijisse^- 
faire governments of Atomisia, Monocompia, 
Oligopia, and Monopia. In short, it is not 
■’pure'’ anything. Like so many things in the 
real world, it is "mixed'' in character. The 
general method of economizing endorsed by 
American government is free, private enter¬ 
prise. But households and firms arc not as free 
as one might suppose, for there is a good deal 
of regulation and control. 

The general approach to economic problems 
by American government has been to meet 
each problem as it has arisen, usually with 
considerable lag. Democratic political ex¬ 
pediency, with regard always for the mainte¬ 
nance of the basic freedoms, has inevitably 
been a criterion for the solution or decision 
selected. There has never been any real over-all 
governmental planning for economic welfare 
or any over-all governmental action on the 
economic front. Such planning and action 
would have involved a real change of principle 
as to how the economy should be run, and no 
political party advocating such a change has 
ever been elected or achieved power. As a 
result of this trial-and-error, piecemeal, ex¬ 
pediency approach, it is not to be wondered at 
that government laws and their administration 
in the United States sometimes seem to re¬ 
semble a crazy quilt pattern rather than a well- 
balanced and integrated design. To change the 
figure of speech, it is not to be expected that 
the left hands of American government should 
always know what the right hands are doing, 
or vice versa. It is not surprising that there is 
duplication of work among different govern¬ 
ment agencies or that a given agency, en¬ 
trusted with administering a certain statute, is 
feudin' with another agency, whose task is to 
administer another, more or less contradictory 
or inconsistent law. Consider in 1933*35 the 
position of the Federal Trade Commission and 
the Department of Justice vis-a-vis the Na¬ 
tional Recovery Administration, the former 


two agencies being entrusted with enforcing 
competition among firms and the latter with 
trying to curb "unfair” competition. Consider 
also the efforts of certain agencies like the 
Treasury Department to increase the national 
real income in those days and the efforts of the 
Department of Agriculture to get farmers to 
plow cotton and corn under the soil, which 
may well have had the effect of reducing the 
national real income. 

No, the lack of coordination and integration 
is not to be wondered at. Rather is it astonish¬ 
ing that so high a degree of order exists and 
persists. And through all of this, it must be 
remembered that the fundamental freedoms 
have been kept intact, possibly strengthened. 

It should not be thought that American 
government's relations with American house¬ 
holds and firms is a one-way affair; that is, 
government is by no means always the active- 
agent, with households and firms passive in 
the relationship. On the contrary, by the very 
nature of democracy the relationship is very 
much a two-sided matter. Not only docs gov¬ 
ernment try to serve and to regulate house¬ 
holds and firms; these economic units in greater 
or less degree try to influence government for 
their own purposes—to obtain greater protec¬ 
tion and service from government and to soften 
or avoid the harshness of government regula¬ 
tion and control. Among the firms some cor¬ 
porations have sufficient prestige and power to 
exert pressure on various government agencies 
directly. Most firms, however, act through 
their associations. So do the households. 

The organizations of firms and of households 
that try to influence government activities are 
usually known as pressure groups. They are the 
groups discussed earlier—labor unions, trade 
associations, employer associations, farmers' 
organizations. These organizations, national or 
regional, try to exert their pressures at almost 
every step in the political-democratic process. 
They try to help elect legislators and repre¬ 
sentatives who are "friendly," i.e., "sympa¬ 
thetic with their problems and points of 
vww^ On** the legislators have been elected, 
friendly or otherwise, the organizations try to 
obtain favorable statutes or to prevent the 
passage of unfavorable ones. The name applied 
to this tactic is lobbying. Once a statute has 
been passed, favorable or unfavorable, the 
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organizations try to influence the government 
executive who is entrusted with its administra¬ 
tion, for, as pointed out in Chapter 3, a law is 
nothing until it is administered, and it may be 
administered harshly or leniently. For the 
most part, no lobbying pressure is applied to 
the judicial branch of the government. 

Insofar as pressure groups accurately repre¬ 
sent the views of their members, and insofar as 
their pressures consist of honest statements of 
points of view (i.e., insofar as bribery or 
coercion or fraud of various kinds, subtle or 
otherwise, is not employed), there appears to 
be little to object to in their activities. It is 
part of the democratic process of obtaining 
a hearing for one’s point of view. But if, as is 
often the case, the "back door" is used to 
achieve an objective not obtainable through 
the "front door"—i.e., if elections, legislative 
enactments, and administrative decisions are 
bought by coercive, dishonest, or under-cover 
methods—then pressure groups using such 
methods have succeeded in perverting the 
practice of democracy. 

Wc may summarize the economic-political 
role of American government as follows: (*) 
stimulation and encouragement of private 
enterprise by such measures as tariffs on im¬ 
ported products, patent laws protecting private 
property in the fruits of research, and making 
available the fruits of government research; 
(£) protection of private households and firms 
from coercion by other private households and 


firms and by government itself; (c) prevention 
of economic waste arising from improper al¬ 
location of resources or from under-utilization 
of available resources. 

In a homogeneous, simple-technology, dem¬ 
ocratic economy like Atomisia, where the 
people believed almost fanatically in economic 
atomism, pure competition, and laissez-faire, 
the government had very little to do. In a 
heterogeneous, mixed, democratic, technologi¬ 
cally advanced economy like the United 
States, the people may to a considerable extent 
believe in laissez-faire. But, they come to 
understand, the economy is so complex and the 
problems are so serious that the government 
has inevitably a great deal to do. It becomes 
apparent also that, in the real world, laissez- 
faire inevitably clears the path for monopoly, 
whether technology is simple or advanced. 
If firms are left free to maximize profits, the 
tendency toward collusion is very strong. 
Under these conditions government must take 
a hand if the weaker members of the com¬ 
munity are not to suffer from the actions of 
those occupying the more strategic economic 
positions and if total welfare is to be enlarged. 
A government in an economic and political 
democracy like the United States may not 
have as much to do as a real-world authori¬ 
tarian government or as the government wc 
imagined for Dictatia. But under American 
conditions the functions listed above impose 
a huge task on government. 
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have advanced very far, ihe economic units 
within it need and use money in almost all 
their economizing activities. We cannot hope 
to understand the over-all economic process in 
this society without knowing the main facts 
about the nature and role of money. 

(1) Review. Our study of money in the 
Atomisian economy (chapters 9, 24, and 25) 
has given us a background for learning about 
money in America. We found there the follow¬ 
ing: First, money has four main functions. 
It is a medium of exchange; a standard of value 
or unit of account (a common denominator in 
which to measure the relative worths of vari¬ 
ous products and factor services); a standard of 
deferred payments (a medium and a standard 
for payments from debtors to creditors at some 
future date, i.c., for liquidating debts incurred 
at previous dates); and a store of value (i.e., 
money possesses utility because it can be used 
to purchase other 'rear’ goods at any time 
and because it is therefore the supreme liquid 
asset). Second, money should have certain 
characteristics. It should be generally ac¬ 
ceptable, recognizable, portable, stable in 
purchasing power over all other goods, and 
divisible. Third, the creation and control of 
money is, in greater or less degree, a preroga¬ 
tive and function of the sovereign government 
of an economy. The top government is the 
economic-political unit which decides what 
kind or kinds of money an economy shall have. 
It can also directly or indirectly influence the 
quantity and rate of spending money in the 
economy. Fourth, the money of an economy 
may be based on some standard precious metal, 
such as gold or silver; paper and "deposit" 
money are tied to, i.e., exchangeable for, such 
a metal at a government-fixed rate. Or the 
money may be "inconvertible"; that is it 
may either not be backed by such metafor, 
if so backed, it may not be freely exchangeable 
tor it. Fifth, money may be created or de- 
stroyed, under government rules, by the banks 
of an economy when they expand or contract 
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their loans to households and firms. Sixth, not 
only is the total quantity of money in relation 
to the total volume of goods important; the 
rate at which households and firms (and gov¬ 
ernment) spend the stock of money is also of 
great significance. The general level of prices 
of all "real" goods depends on MV in relation 
to T, the volume of goods-transactions. 
Seventh, the quantity and the velocity of cir¬ 
culation of money are not by any means the 
basic determinants of the general price level. 
MV, as well as 7, depends on human (i.e., 
households’, firms', and government’s) at¬ 
titudes, expectations, and decisions on the real 
or imagined circumstances of consumption and 
production over time. 

With these things in mind let us undertake 
a brief survey of the American monetary 
system. 

(2) The Monetary System, (a) The Limited 
Bullion Cold Standard. In the United States the 
unit of account is the dollar. This monetary 
unit (divisible into half-dollars, quarter-dol- 
lars, tenth-dollars or dimes, twcnticth-dollars 
or nickels, and hundreth-dollars or cents) is 
based on gold and not on any other metal or 
commodity. Since 1934 federal law has defined 
a dollar as the equivalent of 13 714 grains of 
fine (pure) gold or the equivalent of 15-238 
grains of gold 9/10 fine (a gold dollar is actu¬ 
ally alloyed by about 10 percent of copper). 

Thus the United States is on what is known 
as a monometallic standard. (For most of the 
nineteenth century the country was on a bi¬ 
metallic standard, silver as well as gold.) But 
the present gold standard is not one of free 
coinage. The owner of gold metal cannot take 
his commodity to one of the three coinage 
mints (located at Philadelphia, Denver, and 
San Francisco) and obtain gold dollars in ex¬ 
change. He may, however, take his metal to 
these mints or to any one of the seven other 
purchase "plants” (located at New York, 
New Orleans, Salt Lake City, Carson City, 
Boise, Helena, and Seattle) and obtain $35 00 
in lawful currency for each fine ounce. The 
"lawful" money he receives will be in some 
other form than alloyed, stamped, anJ milled 
gold dollars of the prescribed weight and 
grade. It will be in coins produced in the three 
mints mentioned above or in special engraved 
pieces of paper produced by the U. S. Bureau 


of Engraving. Furthermore, if a person holding 
coins or paper money goes to a mint and tries 
to exchange them for gold coins or metallic 
gold, his request must under the present law be 
refused, unless he wishes to send gold abroad 
and can meet the requirements pertaining there¬ 
to or unless he wishes to use gold industrially 
(for jewelry, teeth fillings, etc.) and meets the 
relevant requirements. In short, the United 
States, although on a monometallic gold stand¬ 
ard, may be said to be on a limited bullion type 
of gold standard rather than on the free-gold- 
coinage type. 

So long, of course, as the private economic 
units in a country have confidence in their 
government and in the coins and paper the 
government permits to circulate as money, 
they may plan their buying and selling over 
time with considerable assurance. They need 
not fear that the money will become worthless. 
It does not matter then whether the money is 
backed by gold, ice cream, or nothing at all. 
However, because of habitual modes of think¬ 
ing, which may be highly irrational, a backing 
of gold seems to give many citizens more 
confidence in the human beings running the 


government. 

(b) The Kinds of "Imu JuI" Metallic and Paper 
Currency. Table 66 shows the dollar amount 
md relative importances of the various kinds 
af metallic and paper money being used in the 
United States as of February, 1949- The total 
:ame to about $28 billions, of which amount 
the kind of paper money known as Federal 
Reserve notes was the overwhelmingly im¬ 
portant item. It will be seen that the ten pos¬ 
sible different types of money shown as num¬ 
bered items in the table are classified under 
Efferent headings; this was done in order to 
rnable us better to distinguish them. In the 
metallic money category there used to be four 
kinds; since 1934, when gold coins were with¬ 
drawn from circulation, there are three. 5 Her 
Wars ("standard") were first used before 
1873, when the country abandoned bimetal¬ 
lism. They are still coined (and are rather 
widely used in certain far-\\estern states) 
tinder the silver-purchase legislation of the 
Congress, but their silver content has no effect 
3 n their status as money. That is, like all the 
Dther metallic items, and like P 3 P er mone ^’ 
they are tied to gold and in actuality have the 
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TABLE United States Currency in Use, February 28, 1949 

66 



Amount of Money 

Kind of Money 

— 

Dollars (millions) 

Percentage of Total 

Total, all kinds 

$27,557 

100.0 

Metallic money 

1.441 

5.2 

1. Gold coins 

— 

— 

2. Standard silver dollars 

162 

0.6 

3. Subsidiary silver coins 

927 

3.3 

4. Minor coins 

352 

1.3 

Paper Money 

26.116 

94.8 

"Representative” paper money 



5. Gold certificates 

43 

0.2 

6. Silver certificates and Treasury notes of 1890 

1,995 

7.3 

7. United States notes 

311 

1.1 

Bank notes 



8. Federal Reserve notes 

23,351 

84.7 

9. Federal Reserve bonk notes 

322 

1.2 

10. National bank notes 

94 

0.3 


Sowrcei Bated on Federal Reterve Bulletin. February, 1948. p. 195. 


position of subsidiary or token coins because 
their intrinsic value has no effect on their pur¬ 
chasing power, the latter (as in Atomisia) be¬ 
ing determined by the quantity and circulation- 
velocity (MIO of all money in relation to the 
volume of T; and the quantity being to some 
extent tied to gold. 

The subsidiary silver coins (half-dollar, 
quarter, and dime) are coined as needed for the 
conduct of business. Their silver contents are 
worth much less than the coins’ respective 
face values. The minor coins (nickel and cent) 
are worth even less as metal; and they arc 
token or convenience coins like all the others. 

In the paper-money category there arc three 
main sub-classes: representative money, govern¬ 
ment or United States notes, and bank notes. 
Representative paper money in the United States 
before 1934 consisted of gold certificates and 
silver certificates. They are called ’ representa¬ 
tive because under the law which established 
them there was, for each of them respectively, 
a 100 percent reserve of gold and of silver 
coins on deposit with the Treasury Depart¬ 
ment. On demand to the Treasury, any bearer 
°f gold certificates was entitled to receive gold 
or gold coins in exchange for his certificates to 
their face amount. Similarly a bearer of silver 
certificates was entitled to their face value in 
s, lyer coim. After the adoption of the "bullion- 
gold standard in 1934, the gold certificates 


were called in along with gold coins. The 
small amount shown in the table is used 
mainly as a reserve for the Federal Reserve 
notes discussed below. Silver certificates are 
still authorized by law and are still extensively 
used. They are, as formerly, exchangeable for 
silver dollars, which are tied to gold. United 
Stares notes stem from the "greenbacks" (in¬ 
convertible paper money) issued during the 
Civil War. The law limits their total dollar 
amount to about $347 million. They are not 
backed 100 percent by gold, but the Congress 
in 1879 provided a gold reserve of $130 million 
for them. Finally, there arc three kinds of 
bank notes, the lederal Reserve Notes being the 
most used American money of any kind. These 
notes are fully guaranteed by the United States 
Government itself and arc issued by the Federal 
Reserve Banks to their member banks under 
conditions prescribed by law. (We shall con¬ 
sider these conditions later.) This being so and 
the Reserve Banks being quasi-government 
agencies, there is some reason for classifying 
these notes as government rather than bank 
notes. The required reserve behind Federal 
Reserve notes is 25 per cent in gold certificates 
and 75 per cent in federal government bonds or 
commercial paper (this last term will be ex¬ 
plained later). Federal Reserve bank notes used to 
be issued by the Federal Reserve Banks and 
are redeemable at face value by the Treasury. 
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They are not backed by gold, however, the 
reserve is government bonds or approved com¬ 
mercial paper up to 90 percent of the face 
value. These notes were never used much, and 
the authority to issue them was withdrawn by 
the Congress in 1945- They are gradually being 
taken out of circulation. 

Narion.il bank notes are also being removed 
from circulation. They are vestigial remains of 
the time when banks were legally free to issue 
their own money as bank notes. These notes 
were bank I.O.U.'s and were only as good, for 
monetary purposes, as the issuing bank s credit. 
In the early decades of the nineteenth century 
the public-interest nature of the banking busi¬ 
ness was not very well recognized, and state as 
well as national banks sought to enlarge profits 
by issuing their own money (notes). After 
a period of ' wild-cat” confusion, inflation, 
and bank failures, the Congress taxed the 
privilege of note issue away from the state 
banks and required a 105 percent reserve be¬ 
hind national bank note issues—100 percent 
federal bonds plus 5 percent "lawful" money. 
In 1935, by retiring the particular bond issues 
to be used for these reserves, the Treasury 
Department put an end to note issue by even 
the national banks. Thus of the items listed in 
Table 66, the issue of paper as well as metallic 
money in the economy has come directly under 
the control of agencies of the federal govern¬ 
ment rather than of private firms. 

All the kinds of money reviewed above are 
legal render. That is, the money must be ac¬ 
cepted by creditors when debtors offer it for 
cancellation of their obligations. 

(c) Demand Deposit Money. We have not yet 
discussed all the items properly to be consid¬ 
ered part of the American money supply. If the 
student will think for a moment of the financial 
transactions carried on by himself or his house¬ 
hold during the past week, he will remember 
that some of them were effected by the use of 
one or more of the monetary items surveyed 
above but that others involved receipt of or 
payment by check. In other words, debts were 
liquidated by the transmittal of checks rather 
than by the passing of metallic or paper money- 
If this could happen, then are checks to be 
classified as money? 

If checks are money, they should fulfill the 
criteria or characteristics of good money. 


They are portable, divisible, and so on. But do 
they not fall down in recognizability and gen¬ 
eral acceptability? Will a payment by check 
always be accepted by a household or firm? 
Not unless the payee has confidence in the 
solvency of the payer. In general, confidence in 
an individual is less than in a bank and less in 
a bank than in the government. But the differ¬ 
ence is only one of degree; and the fact that the 
total dollar volume of bank deposits subject to 
check is always from three to five times the 
total dollar volume of currency in use sug¬ 
gests that by and large checks are highly ac¬ 
ceptable and recognizable in the economy, par¬ 
ticularly those drawn by corporations and by 
households in their own home communities. 

But we have not proved that checks are 
money. A check is an order by the payer on 
a bank to pay to the order of the payee or to 
credit to his account a certain amount of 
money. Now for the bank to execute the order, 
the payer must have sufficient credit to his own 
account with the bank. That is, he must have 
deposited to his account with the bank enough 
currency, or a valid check of sufficient amount 
which was paid to him by some one else; or he 
must have obtained a sufficient loan from the 
bank, which consists of a credit to his account 
on the bank's books. All these three ways of 
obtaining a sufficient sum in the bank, against 
which sum a valid check may be written, in¬ 
volve the creation of a deposit. But the first and 
second ways may differ significantly from the 
third—in terms of the economy as a whole. 
In the first and second cases the total quantity 
of money is not increased by the creation of 
a deposit. For when the depositor presents 
currency to the bank, the increase in deposits 
is offset by a corresponding decrease of cur¬ 
rency in circulation. And when the deposit is 
created (or enlarged by the presentation of 
someone else's check), the increase in one 
man's deposit is matched by the decrease in 
the other man's deposit. But when banks make 
loans, as we shall show later, there does not 
need to be any corresponding decrease of cur¬ 
rency in circulation or of anyone else’s deposit. 
In other words, the creation of bank deposits 
can mean a net addition to the total quantity 
of money in the economy. 

In considering the present question we must 
also distinguish demand deposits from savings 
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accounts or deposits. Only the former are sub¬ 
ject to withdrawal through the writing of 
checks. A demand deposit bears this name be¬ 
cause the bank in which the deposit exists is 
obligated to surrender cash or currency to the 
amount of the deposit at any time upon the 
demand of the person to whom the account is 
credited. Usually the depositor prefers, be¬ 
cause of greater convenience and safety, to 
write checks to creditors rather than to draw 
currency from the bank in payment of debts. 
The creditors may take such checks to their 
banks and receive currency for them if they 
wish. Usually, however, they too prefer to 
deposit the checks in their demand accounts 
at their banks. 

We are now in a position to give at least 
a preliminary answer to the question raised 
above. The pieces of paper known as '■checks'* 
are not themselves money. But the demand 
deposits created by the banking system in the 
economy as a whole and subject to the writing 
of checks are money. The total quantity of 
money is not equal to the dollar volume of 
currency (metallic and paper money) plus the 
dollar volume of checks outstanding. The 
latter item may be considerably less than the 
dollar volume of demand deposits. It is the 
latter item which must be added to the cur¬ 
rency item in order to find the total quantity 
of money. 

It was stated above that the total dollar 
volume of demand deposits subject to check 
writing at a given time are three or more times 
the total dollar volume of currency (metallic 
and paper money) in circulation. In order to 
understand this matter more clearly we turn 
<o a brief survey of banking principles and of 
the American banking system. 

(3) The Banking System. In discussing dy¬ 
namic Atomisia and other economies we chose 
to ignore the exact nature of the banking 
system; we merely stated that through the 
activities of all banks there could be an in¬ 
crease or decrease in the total quantity of 
money. Now, however, in dealing with real- 
world America we have to take due note of 
»ts banking system as a part of the social 

ganization for economizing; we must under¬ 
stand )ust how it is that the banks in this 
economy are able to change the total amount 


(a) Assets and Liabilities. Claims and Debts. 
Credit Instruments. One way of approaching this 
matter is to return to one of the techniques 
mentioned in our general discussion of Chapter 
34—the balance sheet. We said there that the 
balance sheet and the income statement had 
developed as methods of determining the 
financial position of a household or linn. The 
balance sheet is a capital account; it shows the 
net worth of an economic unit, such as a bank, 
by listing its assets and its liabilities. The total 
dollar amount of the assets minus the total 
dollar amount of the liabilities equals the 
unit's net worth, which of course may be 
positive or negative. The assets of an economic 
unit consist of three main categories of things: 
CO tangible, physical goods such as plant and 
equipment; (2) cash or currency in hand; and 
(3) claims on other economic units. The lia¬ 
bilities consist of claims of others against this 
economic unit. 

Thus we sec that part of a given unit’s 
assets consists of what other units owe to it 
and that all the liabilities of the given unit 
consist of what it owes to other units. The 
names commonly used to designate the claims 
are debts or credits , depending on the point of 
view. "Debt" refers to what the economic 
unit owes to other units, which are its “cred¬ 
itors." "Credit" refers to what other economic 
units, the "debtors" with respect to the bal¬ 
ance sheet mentioned above, owe to the given 
unit. 

Now debt or credit by its very nature in¬ 
volves time. A debt is a promise to pay at some 
agreed-on future date or on demand an amount 
of goods or of purchasing power over goods. 
Conversely, credit refers to the same transac¬ 
tion looked at from the other side. 

It must be clear from these definitions that 
debt and credit are different faces of the same- 
coin; every credit involves an equivalent debt 
and vice versa. (The fact that the debtor pays 
interest to the creditor at an agreed-on rate is 
of no significance from the standpoint of our 
present discussion.) If this is true, then on the 
balance sheet of a given household or firm 
every asset item which involves a claim on 
other economic units appears on the latter’s 
balance sheets as a liability; and every liability 
item appears on some other unit’s balance 
sheet as an asset item. It follows further that 
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apart from any debts and credits in the inter¬ 
national field, if all the balance sheets of all the 
economic units in the country were consoli¬ 
dated into a huge master balance sheet, the 
total of the debts on the liability side would 
just cancel out the total of credits on the asset 
side, leaving nothing but the total dollar value 
of the physical wealth or capital, on the one 
hand, and the total dollar amount of cash or 
currency, on the other. That is, each debt- 
credit item representing an inter-firra-and- 
household transaction would appear twice on 
the master sheet—once on the liability side 
and once on the asset side. If each single 
item thus cancels out, then obviously all 
must cancel out. Then the net worth of all the 
economic units (i.e., the net worth of the 
whole economy) would be equal to the total 
value of the physical wealth, the cash money 
being used only for the exchange of these 
physical items. (The setting of a proper money 
value on the wealth is a very difficult question 
which need not concern us here.) 

The fact that debit and credit items cancel 
out on a master balance sheet does not, how¬ 
ever, mean that they are not important both 
to any single economic unit and to the econ¬ 
omy as a whole. We shall find that they are of 
tremendous significance because, when the 
total flow of money (including demand de¬ 
posits) expands, with all its economic-political 
consequences, the expansion is in total bank 
debt (credit); and when the total money flow 
contracts, it is through the destruction of such 
debt (credit). This is because demand deposits, 
the main clement of money, are debts (credits): 
When a bank lends money to a firm or house¬ 
hold by creating a demand deposit, it immedi¬ 
ately "goes into debt” to the depositor by 
"crediting" its account with the amount of 
the loan. Then, in respect to repayment of the 
loan, the depositor becomes a debtor of the 
bank, which becomes a creditor. 

Debt (credit) may be classified in various 
ways. Debt incurred by households and private 
firms is known as private debt; that incurred by 
government is known as public debt (see 
Chapter 37). Debt incurred by households 
ail Chapter 11) may be called consumer 
dehr (credit); that incurred by firms, producer 
d-bt. Another basis of classification is the 
length of the debt period. Debts of one year or 


shorter duration may be called short-term; from 
one to five years, intermediate-term; and of five 
years or more, long-term. Most common debt is 
short-term or intermediate-term. Firms’ debts 
arc of all durations; so also are government’s. 

Credit instruments is a term for the means by 
which legally valid, formal evidence is given 
of the amount and existence of debts. There 
are many kinds of credit instruments and they 
may be classified in a number of ways. Perhaps 
the most meaningful categories are the follow¬ 
ing: GO documents that give evidence of a 
debtor's promise to pay his creditor; and (0 
documents that give evidence of a creditor's 
order or command to his debtor for payment of 
the latter's debt. Promissory notes and drafts or 
bills of exchange are the main examples, re¬ 
spectively, of these two classes of credit instru¬ 


ments. 

Promissory notes are signed promises of the 
debtor to pay the creditor a certain amount of 
money with a specified amount or rate of 
interest over a specified length of time. Some 
notes are payable “on demand," i.e., at the 
wish of the creditor; examples arc the "call- 
loan” notes used on the stock exchanges for 
the purchase of securities "on margin." Other 
promissory notes run for short terms; an ex¬ 
ample is commercial paper , which arises from 
loans by banks or by specialist commercial- 
paper firms to firms for the purchases of raw 
materials, etc. Bonds arc long-term promises to 
pay, made by firms or government. 

Drafts or bills of exchange are orders on the 
debtors by the creditors to pay the amounts of 
the debts at a given time—at some future date 
or "at sight.” The draft may direct the debtor 
to pay the creditor directly or to pay a third 
person to whom the creditor himself is in¬ 
debted. In the former case the debtor usually 
writes "accepted” across the face of the bill, 
signs his name, and returns the bill to the 
creditor, who then sells the instrument at an 
interest-discount to a bank or other specialist 
firm, which in turn collects the amount of the 
debt from the debtor when due. In the latte 
case the debtor may be a bank which has 
created a demand deposit for a hrm, then the 
firm-creditor directs the bank to pay at sight 
a certain amount to some third party to* whom 
che firm itself owes money-and this kind of 
draft is our familiar bank check. 
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As already stated, most commercial money 
payments are effected by checks. One reason 
for including as money the demand deposits in 
banks, against which checks may be drawn, 
was the “sight'' nature of the check payment. 
That is, there is no waiting for payment and 
consequently no interest to be paid. Demand 
deposits, in other words, are very high in 
liquidity. Therefore we include them as 
money and we exclude the other kinds of 
drafts, the interest-bearing classes of prom¬ 
issory notes, and time or savings deposits in 
banks. 

(b) Kinds of Batiks and Other Financial Institu¬ 
tions. There are many types of financial in¬ 
stitutions in the United States whose business 
is to deal in one or more of the types of debt- 
credit instruments discussed above. Before 
taking up the most important kind of debt 
for the country's monetary system, namely the 
demand deposits created by commercial banks, 
it will be well to make a brief survey of the 
many different kinds of financial institutions in 
existence today. 

(i) General classification and description. A 
financial institution or firm may be thought 
of as one whose primary function is to provide 
loan funds for households and firms. The lend¬ 
ing functions and the firms that perform them 
may be classified in various ways. The classifi¬ 
cation which follows is based on the purposes 
of the loans, their duration, and the nature of 
the borrowers. Under the different types of 
lending we list the institutions that engage in 
such lending. It will be seen that some institu¬ 
tions, such as commercial banks, appear more 
than once in the list because they engage in 
more than one kind of lending. 

A. Private financial institutions 


1. Loans ( credit ) to households (j mostly for dur¬ 
able consumption goods , including houses') 
a. "Middlemen" institutions 

(1) General purpose loans 

(a) Cooperative credit associa¬ 
tions (credit unions) 

(b) Industrial (Morris Plan) 
banks 

(c) Commercial banks 

(2) Special purpose loans 

Saving (building) and loan com¬ 
panies 


b. Non-middlemen institutions 

(1) General purpose loans 

(a) Household finance (small 
loan) companies 

(b) Retail store charge accounts 

(2) Special purpose loans 

(a) Special (sales) finance com¬ 
panies 

(b) Retail firms selling durable 
products on instalments 

(c) Mortgage companies 

2. Loans ( credit ) to firms (for productive 
purposes) 

a. "Middleman" institutions 

(1) I-ong-term credit (sometimes also 
intermediate-term credit) 

(a) Investment banks 

(b) Investment trusts 

(c) Mutual savings banks 

(d) Life insurance companies 

(c) Mortgage companies 

(2) Short-term credit 

(a) Commercial paper companies 

(b) Commercial banks 

b. Demand-deposit (money-creating) 
firms 

Commercial banks 


B. Government financial agencies (mainly fed¬ 
eral) 


1. Insuring of private loans to households 

Federal Housing Administration 

2. Aid to firms 

a. Farms 

(1) Farm Credit Administration and 
constituent agencies 

(2) Federal Farm Mortgage Corpo¬ 
ration 

(3) Rural Electrification Administra¬ 
tion 

(4) Commodity Credit Corporation 

(3) Federal Crop Insurance Corpo¬ 
ration 

b. Other Firms 

(1) Reconstruction Finance Corpo¬ 
ration 


(3) Federal Deposit Insurance Cor¬ 
poration 

It is beyond the scope of this book to discuss 
m detail any of these institutions except com- 
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mercial banks. We may, however, comment 
briefly on certain matters shown in the outline. 
First, loan funds are provided for one or more 
uses by both private and government agencies. 
Second, these loan funds are used in one or 
more ways by both households and firms. 
Third, the private units lending money to 
households and to firms are either mainly 
"middlemen” or "non-middlemen.” That is, 
either the funds they lend are obtained from 
the savings of other economic units (mainly 
households), with the financial firm thus stand¬ 
ing in an intermediary position between saver* 
and borrowers; or the funds of the financial firm 
that are loaned to borrowers come from the 
firm’s own money resources or, sometimes, 
from commercial banks. Thus, a savings and 
loan company that lends money to households 
for building homes obtains its funds mainly 
from the savings of other households that have 
been deposited with it. And an investment 
bank lending long-term funds to (buying bonds 
from) a firm, obtains the purchase money by 
selling the bonds in turn to (obtaining savings 
from) households. But a private small loan 
(household finance) company which lends 
small sums to households does not obtain the 
money from other households in the above 
manner; it gets the funds from its owners or 
from commercial banks. (These owners are of 
course household-members, but this situation 
is entirely different from the middleman kind.) 

The most important of the private financial 
firms (save commercial banks) and their 
activities may be briefly commented on here. 
According to the Federal Reserve Bulletin, the 
total amount of credit to households for purchase 
of consumption products was about $15-9 billions 
in December, 1948. This total was about 9 per 
cent of aggregate consumer consumption ex¬ 
penditure. The $15 9 billions included $8.2 
billions of instalment credit by various firms; 
$2.9 billions of single-payment (non-instal- 
ment) loans to households by commercial 
banks and pawn-brokers; $3 8 billions in retail- 
store charge accounts; and $1.0 billions of other 

credir. , . 

With respect to financial firms engaged in 
!<> ling funds to other firms, we have already 
had .. look at investment banks in our discussion 
of the promotion of a corporation. An invest¬ 
ment trust is a firm that obtains savings by 


selling its own stock (mainly to households). 
These savings are then invested in a selected 
list of other firms' securities. Dividends to the 
holders of the trust's securities come from the 
earnings on the investment in these other firms’ 
securities and from any profits made in buying 
and selling other firms' securities. Investment 
trusts that are honestly and smartly operated 
give the households the benefit of expert 
selection and management of a widely diversi¬ 
fied list of corporation securities (which means 
that the risks are spread). On the other hand 
unscrupulous managers of such trusts may use 
their expert inside knowledge to fatten their 
own incomes with "other peoples' money”— 
the households' savings-while a small 
dividend is doled out to the household-savers. 

Mutual savings hanks are in effect cooperatives 
run by trustees. That is, they have no capital 
stock and are operated not for profit but solely 
for the benefit of depositors. Their funds are 
obtained from the savings deposits of house¬ 
holds. Interest paid on these savings comes 
from the earnings of securities purchased with 
the savings by the trustees. At the beginning 
of 1949 there were about 530 of these banks 
holding savings deposits totaling about $18 


illions. 

Life insurance companies (about 370 in all) arc 
ig business in channeling households savings 
o other firms. These companies sell policies to 
louseholds by collecting annual premiums trom 
hem. The policy has a face-value, which is the 
mount of money that the household will 
eccive if the insured household-member dies 
icfore the policy matures. If the member does 
or die before the maturity date, the household 
cceives either the face value plus an amount 
epresenting accumulated interest—or it rc- 
civcs nothing at all. In other words there are 
wo main kinds of insurance policies: 00 
hat obligate the company to pay nothing but 
leath benefits within a specified period this 
s the "pure” insurance or ' term ' policy; and 
i) those that involve, in addition, a savings 
eature. i.e., an amount of savings-plus-mtcres 
>ayablc at or before death and not subject to 

aswAiSis 

ion that collects savings from households and 
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channels them to other firms. The company 
takes part of the premium payments and buys 
other firms' securities. 

The total annual amount of household 
savings entrusted to American life insurance 
companies and invested by them has for some 
time exceeded the total amount of savings 
deposits in commercial banks. This fact 
indicates the extent to which these firms go 
beyond the function of insuring against the 
risk of death and into the business of borrow¬ 
ing and investing money. 

(ii) Commercial banks. We come finally to the 
kind of bank that holds our chief interest 
because of its ability to create or destroy money 
in the form of demand deposits. At the begin¬ 
ning of 1949 there were 14,168 of these com¬ 
mercial banks in the United States. We shall 
discuss (</) the services and activities of an 
individual commercial bank; (b) the way in 
which the whole commercial banking system 
is able to change the flow of money; and (c) the 
organizational relationships among commer¬ 
cial banks. 


Services and activities. The student will have 
noticed that in our outline of types of financial 
firms the commercial bank appeared at several 
places. This suggests that such a bank has a 
number of functions; it is less specialized than 
any other kind of financial institution. 

The various specific "products" (services) 
of the American commercial bank may be 
classified in various ways. In the broad sense 
a bank may be said to sell to both households 
and firms the following: safety or security, con¬ 
venience, and the services of loan funds. Safety 
is provided for households and firms when they 
deposit currency in a savings (time) deposit, 
a demand deposit, or in a strong box in a safe- 
deposit vault. Convenience is provided when 
the bank gives out cash in coins or paper 
money for use by households and firms; when 
11 transfers funds to or collects funds from 
out-of-town places; when it manages estates; 
when it provides travel checks or letters of 
credit and other facilities for travel; and when 
«t performs a miscellany of other services. The 
chief service of the commercial bank, however, 
ls to supply deposit money to households and 
to firms. We saw above that commercial banks 
ad almost $3 billions of "consumer credit” 
on loan to households at the end of 1948; in 


respect to such loans these banks were in 
general like other small loan companies. At 
the same time, commercial banks had about 
$114 billions on loan to firms and to govern¬ 
ment—a very much larger amount. 

Because of the importance of the loan func¬ 
tion in relation to demand deposits and the 
flow of money, let us consider it in some detail. 
Funds are loaned to households and firms 
through the establishing of what we have 
called demand deposits or checking accounts by 
the bank. (The use of the word "deposit" is 
somewhat unfortunate; it sounds as if a house¬ 
hold or firm had to come to the bank and 
deliver over to the bank's keeping an amount 
of cash or a check from some other person. 
This may happen; but it does not have to. A 
bank can, by making a loan, set up a demand 
deposit without having received an equivalent 
amount of cash.) The demand deposit in fact 
arises from an exchange of debts or claims 
between the bank and the borrower: When a 
bank lends funds, it takes a promissory note 
or some such evidence of debt from the 
borrower. This involves the payment of 
interest at a specified annual rate when the 
loan matures, i.e., is paid back; or it deducts 
the interest in advance from the face amount 
of the loan—this is known as discounting the 
loan. In cither case the borrower owes the 
bank some money that must be repaid at the 
end of a specified period, and this is debt 
number one. At the same time the bank makes 
a debtor of itself; it obligates itself to pay to 
the borrower the (discounted) amount of the 
loan, on demand; this is debt number two. 
From the bank's own standpoint, debt number 
one is an asset and debt number two is a liabil¬ 
ity. From the borrower's standpoint debt 
number one is a liability and number two is an 
asset. 


It will be noted that the borrower's debt 
requires the payment of interest and cannot 
circulate as money, whereas the bank's debt 
involves no interest payment but, being 
equivalent to cash (because the borrower can 
take home currency if he prefers not to draw 
checks against it), does circulate as money. 

Let us see how the loan looks on the bank's 
balance sheet. Assume that the bank has just 
opened for business with a capital stock 
liability of $300,000, which gave it a cash 
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asset of the same amount, out of which were 
purchased buildings and equipment to the 
amount of $100,000, leaving cash of $200,000. 
This situation is shown in Table 67A. After 
opening its doors, the bank lends $50,000 to a 
firm for the year at 6 per cent to finance 
current production. The interest of $3,000 is 
discounted, and the firm receives $47,000. 
Then, because of the double debt, the balance 
sheet looks like that in Table 67B. The debt of 
the firm—$50,000 to be repaid at the end of 
the year—is on the asset side of the bank. The 
debt of the bank—$47,000 payable on demand 
to the firm, plus $3,000 interest-profit owed 
to the owners of the bank, or $50,000 in all—is 
on the liability side. 

Now a commercial bank may lend funds on 
long term as well as on short term. Long-term 
loans usually appear as "investments'' on a 
bank's balance sheet. That is, the bank lends 
on long term by buying some amount of the 
securities of corporations or of government. 
Usually the bank buys these securities in the 
"open market," i.e., in a stock (and bond) 
exchange. In this case the cash items on the 
asset side of Table 67 B would be reduced by 
the amount of the purchase (say $100,(XX)); 
there would be a new item of $100,000 labeled 
"investments"; and the liability side of the 
balance sheet would show no change. (See 
Table 670.) On the other hand, it is possible 
that the bank would buy some new securities 
(say bonds) directly from a corporation and, 
instead of paying cash for them, would set up 
a demand deposit to the credit of the corpora¬ 
tion, which deposit would be used by the 
corporation through the writing of checks. 
Here there would be the familiar two-way 
debt arrangement: The corporation would have 
borrowed $ 100,000 on long term from the 
bank, payable when the bonds mature, and 
with periodic interest payments to the bank; 
this loan would be an asset for the bank. And 
the bank would owe the corporation $100,000, 
without interest and payable on demand by 
the corporation; this item would be a liability 
for the bank. In other words, we sec that this 
case permits the bank to buy the bonds (make 
the loan) and set up a demand deposit without 
initially depleting its stock of cash. It has the 
same effect as lending at short term. See Table 
67C2. However, the first case is the more 


likely one for a single bank. Let us therefore 
proceed below from the situation shown in 
Table 670. 

Now let us suppose that a goodly number 
of households in the community decide to 
honor the new bank with their "patronage.” 
They bring their "accounts" to the bank; they 
deposit $50,000 in cash for checking purposes 
in the bank. Then the bank's balance sheet 
changes from the one shown in Table 670 to 
the one in Table 67D. The bank has more 
cash; this item adds to the bank's assets. But 
there is also an equivalent liability; the bank 
owes the depositors the amount of their 
deposits. (The increase in cash, however, as 
we shall see later, enables the bank to expand 
its loans and, thereby, its demand deposits.) 

Consider Table 67D again. The balance sheet 
shows that, of the three items on the liabilities 
side, only the demand deposits of $97,000 need 
cause the bank any concern from the stand¬ 
point of its solvency, i.e., its ability to meet 
its financial obligations. The bank may be 
asked by all its creditors to pay out $97,000 
today. Can the bank do this? Let us look at 
the assets: The bank's stock of currency 
($150,000) is $53,000 in excess of the needed 
amount. It is entirely "solvent" as far as cash 
is concerned. But suppose the bank were now 
to buy outright (i.e., without establishing a 
further demand deposit) more bonds to the 
amount of $100,000. Then the cash asset in 
Table 67D would be reduced to $50,000 at the 
same time that the investments asset would 
rise to $200,000. In this case the bank's cash 
is $47,000 short of covering the $97,000 of 
demand deposits. But it does not follow that 
the bank is necessarily insolvent, even in the 
short run, when its other assets may be 
"frozen,” i.e., not readily convertible into 
cash. Let us assume that the loans arc not yet 
due. The securities in which the bank has 
-invested" $ 200,000 may be sold in the open 
market for whatever cash they may bring. But 
if the market is "down," the bank may take 
a loss over the purchase price, and it is loa he 
io do this. It would have to do so// all he 
depositors demanded all their cash on the 
same day. But fortunately for the bank, this 
happens very rarely. Only when depositor 
confidence in the bank's solvency .s severely 
shaken (i.e., when there .s a run on the 
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TABLE 

67a 


Assets 


Liabilities 

Buildings ond equipment 

$ 100.000 

Capitol stock $300,000 

Cash 

200.000 



$300,000 

$300,000 


TABLE 

67b 


Assets 

Liabilities 

Buildings ond equipment $ 100.000 

Capital stock $300,000 

Cash 200.000 

Undivided profits 3.000 

loans 30.000 

Demand deposits 47.000 

$350,000 

$350,000 


TABLE 

67c 1 


Assets 


* Liabilities 

Buildings and equipment 

Cash 

loans 

Investments 

$ 100.000 

Capitol stock $300,000 

100,000 

Undivided profits 3,000 

50.000 

100,000 

Demand deposits 47,000 


$350,000 

$350,000 


TABLE 


67c 2 


Atitli 


Building* and equipment $ 100,000 
200.000 
50,000 
100,000 


Cash 
Loam 
Investments 


$450,000 


Table 

67d 


liabilities 

Capital stock $300,000 
Undivided profits 3.000 
Demand deposits 147.000 


$450,000 


Assets 

Buildings and equipment $ 100,000 
t Cojh 150.000 

loam 50000 

Investments 100.000 

Liabilities 

Capitol stock $300,000 

Undivided profits 3.000 

Demand deposits 97,000 

$400,000 

$400,000 
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bank”) do all the depositors want all their 
money at once. Ordinarily only a small fraction 
of the total dollar amount of the deposits is 
withdrawn at any one time. Moreover, there 
is a "turnover” in deposits: As some depositors 
withdraw cash, others are adding to their 
accounts. As a result, a commercial bank 
normally would have to keep as available 
liquid cash an amount which is only a small 
fraction of the total demand deposit liabilities. 
W ith $50,000 cash our bank might therefore, 
without endangering the safety of itself or its 
depositors, increase the amount of its loans to, 
say, $500,000. Then its assets would total 
$850,000 and its liabilities (including $500,000 
capital stock; $30,000 undivided profits; and 
$520,000 demand deposits—$470,000 as a 
result of the loans and $50,000 as a result of 
the cash deposit) would total the same 
amount. The bank's cash against its demand 
deposit claims or debts is now less than 10 per¬ 
cent of these claims. 

Let the student work out a balance sheet for 
the situation assumed in the paragraph above. 

The amount of certain types of liquid assets 
held against demand deposits is known as a 
bank's re j tries. In the situation shown in 
Table 670, on the assumptions that 00 cash 
in the bank’s vaults is the sole legal reserve 
against demand deposits and (£) this reserve 
can be as low as 10 percent of the demand- 
deposit liabilities, our bank had excess reserves 
of $140,300 ($150,000 cash minus 10 percent 
of $97,000). According to Table 67D, it is to 
the bank's interest to create additional demand 
deposits up to or close to ten times the above 
amount of excess reserves. 

We come now to a very important point: 
Unless the single bank about which we have 
been talking is the only bank in a closed 
economy, it will find that, given the excess 
reserves just described, it is unable by itself 
to expand its loan-assets and its demand- 
deposit liabilities to nearly the extent shown 
above. The reason may be explained as follows: 
Let us imagine there are four banks in the 
system. When our Bank No. 1, having excess 
re' -r.es, grants new loans and creates new 
aemand deposits, the household and firm 
borrowers write checks against these deposits 
to pay their debts or "bills” owed to various 
other households and firms. Now if these other 


economic units all had accounts at Bank No. 1, 
i.e., if this bank were the only bank, they 
would deposit all their checks at this same 
bank. Then this bank would lose no cash. Its 
excess reserves would remain as before, and it 
could continue to set up new demand deposits 
until the total dollar amount of all its demand 
deposits was just the proper multiple (ten) 
of its reserves. But it is very improbable that 
all these latter households and firms have 
accounts with Bank No. 1; it is much more 
likely that their accounts are distributed 
among all four banks. Then when a firm dealing 
with Bank No. 2 receives a check from a firm 
which has borrowed from Bank No. 1, the 
former deposits the check in his own bank, 
which then proceeds to collect the amount from 
Bank No. 1. Thus Bank No. 2 gains cash and 
adds to its reserves, while Bank No. 1 loses 
cash. Every time the depositors of Bank No. 1 
write checks to the order of households and 
firms who deal with the other three banks, the 
same thing happens: Bank No. 1 loses cash 
from its reserves and the other banks gain cash 
for their reserves. If the households and firms 
who receive payments from the first bank s 
borrowers have no accounts whatever in this 
bank (i.e., deal only with the other three 
banks). Bank No. 1 will lose all the original 
amount of its excess reserves without expand¬ 
ing its demand deposits a nickel. Furthermore, 
if the other three banks, which gain cash for 
reserves, do not further expand their own de¬ 
mand deposits, the system as a whole will 
have experienced an increase of deposit money 
only in the amount of the cash reserves lost 

by Bank No. 1. ... 

Thus we see that 00 when there is a single 
bank in the economy, it can expand its loans 
(assets) and demand deposits (liabilities) by 
a multiple of its excess reserves, and this 
multiple depends on the legally required 
reserve ratio or on the ratio dictated by custom 
or bank prudence or by a combination ol 
these factors (there is another condition 
affecting the multiple, to be noted ate ). 
( 4 ) when there is more than one bank in the 
economy, the amount by which ^yonebank 
„r„„g alone can expand its loans and depo.ns 
is much smaller than when thete is only one 

bank; (c) this amount, for any 
a number of banks is likely to be smaller (1) 
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che more banks there are and (2) the smaller 
the bank's proportion is of all the creditors 
of the bank’s borrowers; and (if) if only one 
among several banks acts alone, there is an 
expansion of demand deposits in the system 
as a whole only (1) to the extent that some of 
the households and firms paid by the first 
bank's borrowers have accounts with this 
bank or (2) in the absence of this, to the extent 
that the other banks receive cash deposits 
from the creditors of Bank No. l's borrowers. 

(iii) The banking system's creation and destruc¬ 
tion of money. Now if there is only one bank 
and if it can use excess reserves to expand 
demand deposits by a multiple of the excess 
reserves equal to the reserve ratio, it follows 
that, although a single bank acting alone 
among many can do no such thing, all the 
banks in a banking system can do so if they 
expand at the same time or closely following 
the initiative taken by one of them. The 
system is then in effect a single bank. That is, 
when the individual activities of all the 
separate banks are added together, the net 
joint result is the same as for a single bank 
when it is the only one. 

Let us see how this happens. Consider again 
our four-bank system. After a deposit expan¬ 
sion by Bank No. 1, the excess reserves of the 
other three banks tend to be increased at the 
same time that the excess reserves of Bank 
No. 1 tend to be drained out. Now no bank 
likes normally to have excess reserves. So we 
may assume that each of the other three banks 
proceeds to expand its demand deposits just 
as Bank No. 1 did at first. Then the borrower- 
depositors of each of these banks pay their 
creditors; and some of the latter, having 
accounts in other banks among the four, 
deposit their checks in those banks, thus 
giving those banks claims on the other deposit- 
creating banks and thereby adding to their 
reserves. In this way each bank, e g.. Bank 
No. 1, may be replenishing its own excess 
reserves from ocher banks as fast as the other 
banks are draining these reserves out. Its 
a i lty to expand demand deposits is thus not 
impaired nearly so soon as if it were acting 
y itself. Thus, if the four banks more or less 
k ^P pace with each other in the expansion 
process the increase in the total amount of 
demand deposits for all four banks will be a 


multiple of the four banks' original total of 
excess reserves—a multiple dictated by law, 
custom, or prudence. The result is the same as 
for the bank in a one-bank economy. 

The process of net increase and net decrease 
in the banking system's total of demand de¬ 
posits—which deposits, we have learned, are 
part of the monetary supply—is illustrated in 
Tables 68A-D for the four banks. The balance 
sheets in these tables give only the relevant 
items: reserves, loans, and demand deposits. 
We start with Bank No. 1 in Table 68A1: It 
has new reserves of $10,000 and new deposits 
of the same amount because, let us say, certain 
firms deposited $10,000 in cash with the bank 
yesterday. Let us assume that the reserve 
requirement is 20 percent; that is, for every 
dollar of demand deposits, there must be a 
reserve of $0.20. Then Bank No. 1 now has 
excess reserves of $ 8000 ; 20 percent of the 
new deposits equals only $2000, or $8000 
less than the $10,000 available. The $8000 
can be used to expand loans and demand 
deposits. If Bank No. 1 were the sole bank 
in the system, the expansion (barring the 
qualification yet to be noted) could be five¬ 
fold, and $40,000 of additional deposits could 
be created. But this bank knows that, because 
of the things we have already explained, no 
such expansion is possible; it has to maintain 
a liquid reserve of 20 percent against its 
deposits after it has lost cash as a result of its 
borrowers writing checks to households and 
firms that deal with the other three banks. So 
it expands its demand deposits by $8000, the 
amount of its excess reserves. Then its balance 
sheet looks as in Table 68B1. (For simplicity, 
we disregard discounting, thus making demand 
deposits just equal to loans. We may assume 
that interest will be paid to the bank later, as 
in the case of promissory notes.) 

Let us now assume that the new borrowers 
from Bank No. 1 exhaust their deposits by 
writing checks to households and firms all of 
which have amounts in Bank No. 2. This 
bank collects the amounts from Bank No. 1 
thus enlarging its own reserves and draining 
tho« of Bank No. 1 Table 68C1 then show! 

balance sheet of Bank No. 1, and Table 
68A2 shows the balance sheet of Bank No. 2 
after its reserves have been increased by No. l's 
expansion. 3 
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TABLE Bank No. 1 

68a 1 



Assets 


Liabilities 


Reserves 


$ 10,000 

Demand deposits $10,000 



TABLE Bank No. I 

68bl 



Assets 


Liabilities 

Reserves 


$10,000 

Demond deposits $16,000 

loons 


8,000 




$ 18.000 

$18,000 


TABLE Bank No. I 

68(1 



Assets 


Liabilities 

Reserves 


$ 2,000 

Demond deposits $ 10,000 

Loans 


8,000 




$ 10,000 

$ 10.000 


TABLE Bank No. 2 

68a 2 


Amll 


Reserves 


S 8.000 


Liabilities 

Demand deposits $8,000 


TABLE 

68b2 


Bank No. 2 



Assets 


Liabilities 

Reserves 


$ 8,000 

Demond deposits $14,400 

Loons 


6.400 

- 



$ 14.400 

$ 14.400 


Bank No. 2 now see* that it has excess re¬ 
serves of $6400 ($8000 reserves minus 20 
percent of $8000 deposits). Just like Bank 
No. 1, it expands its deposits to the amount of 
these excess reserves, giving itself the balance 
sheet of Table 68B2. Then its new depositors 
exhaust the new demand deposits by writing 


checks to households and firms who do busi¬ 
ness with Bank No. 3- This bank, receiving 
these creditors' check-deposits, collects from 
Bank No. 2, after which the latter's statement 
is as in Table 68C2. Bank No. 2 has come to 
rest, just as Bank No. 1 did. Each bank is fully 
"loaned up," and the reserves of each are jus 
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TABLE Bank No. 2 

68c2 



Allot! 


liabilities 

Reserves 


$ 1.600 

Demand depoiits $8,000 

loam 


6.400 




$8,000 

$8,000 


TABLE 

68d 



Assets 


liabilities 

Reserves 


$ 10.000 

Demond deposits $50,000 

loam 


40.000 




$50,000 

$50,000 


the required minimum percentage of total 
demand deposits. There arc no excess reserves 
for either hank. Each has increased its loans 
and, eventually, its earnings of interest pay¬ 
ments. But there has been no net increase in 
demand deposits for either bank, after the 
initial expansion. 

Without making more tables we may briefly 
summarize the remainder of the process. Bank 
No. 3, we assume, gets all the $6400 of new 
demand deposits created by Bank No. 2. It 
then has $5120 excess reserves with which it 
creates an equal amount of new deposits, 
which in turn end up in Bank No. 4. This 
Hank then has $4096 excess reserves and creates 
$4096 of new deposits, which end up in Bank 
No. 1. This expansion process continues from 
bank to bank and tapers off successively until 
finally not one of the banks has any excess 
reserves and each is at rest, owning only the 
minimum reserve requirement. But in the 
process the system as a whole has created a 
total amount of additional loans and demand 
deposits equal to five times the original excess 
reserve of Bank No. 1.—a total of $40,000. 
A consolidated statement for all four banks 
showing the changes in their over-all condi- 
would . look Iike thc one given in Table 
68D. This is exactly what would have hap¬ 
pened if Bank No. 1 had been the only bank 
m the system, starting with the balance shown 

,n Table 68 A 1 . 


The increase shown above is the outside or 
maximum possible one. Actually it is likely 
to be somewhat smaller because some of the 
money created by the system’s new demand 
deposits is likely to be employed as currency 
in circulation rather than being circulated 
through check writing. Cash in circulation 
usually increases in a period of expanding 
deposits. During periods of credit expansion 
there is always a rise in the quantity of cash 
used for retail transactions, payrolls, etc. 
Then, if the system loses cash, the excess 
reserves arc less than otherwise, and the ex¬ 
pansion in demand deposits must be less. 

The fact that withdrawals of cash from 
demand deposits tends to limit the expansion 
process in a commercial banking system fur¬ 
nishes the clue to our understanding of thc 
process of credit contraction—the process 
whereby there is in the system as a whole 
destruction’’ rather than creation of money. 
Let us look briefly at this process. 

Whenever checks are written against or cash 
is withdrawn from a demand deposit in a 
particular bank, the deposit is to that extent 
extinpished. But, as we have seen, such 
withdrawals may not, in the whole system 
cause a removal of cash from reserves as a 
whole. If the latter is to happen, household’s 
and firms price expectations will have to 
change m such a way that they wish to shift 
from commodities and securities to money 
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TABLE 

69 


Asters 


liabilities 

Reserves 

$ 1.000 

Demand deposits $9,000 

Loans ond loves imenls 

8.000 


• 

$9,000 

$9,000 


i.e., they will have to wish to ‘ hoard'' cash. 
Consider again our four banks and start with 
Bank No. 1. We left this bank fully loaned up; 
reserves were at the minimum point of 20 per¬ 
cent of demand deposits. Then if the depositors 
of this bank net-withdraw cash and do not 
spend it (so that it is not re-deposited in the 
same or other banks), both demand deposits 
(liabilities) and cash (assets) are equally de¬ 
pleted. But, as Table 69 shows, after the cash 
withdrawals of $1000, the cash is less than 
20 percent of demand deposits. Then the bank 
has no recourse but to increase its reserve by 
selling some of its securities, i.e., by shifting 
some of its assets from securities to cash. 
When it docs this, let us assume that the 
buyer of the securities has an account with 
Bank No. 2. Then the buyer withdraws $1000 
from Bank No. 2 to pay Bank No. 1. But this 
moves the cash reserves of the fully-loaned-up 
Bank No. 2 below the required minimum. 
Then it too must sell securities, thus putting 
Bank No. 3 "in the hole," which promptly 
puts No. 4 in the hole—and so on until, in 
the system there has been an over-all liquida¬ 
tion of investments and a reduction of reserves 
equal to the cash withdrawals from demand 
deposits. The whole effect on (the changes in) 
the composite balance sheet of all the banks 
can be visualized by imagining minus rather 
than plus signs in front of the three items in 
the balance sheet shown in Table 68D. 

It should be clearly understood that the 
above explanations of how the money is 
created or destroyed via the banking system 
and its demand deposits were respectively 
based on an increase and decrease in reserves 
in a single bank of the system. This was the 
easiest way to show the interactions among all 
the banks. In the real world, however the 
expansion or contraction among all banks 


may be almost simultaneous. That is, each 
bank may at the same time receive additional 
deposits and cash or lose deposits and cash. 
Thus in the examples above, if each bank had 
experienced the same changes as Bank No. 1, 
then the expansion and contraction would 
have been four times as great. But the inter¬ 
actions among banks would have been of the 
same sort, even though of greater magnitude. 

It should also be understood that in the 
United States the expectations of bankers and 
the degree of uncertainty about the future in 
their minds arc probably the main condition 
affecting the creation or elimination of money. 
We can never be sure that, given the fact of 
excess reserves, the banking system will auto¬ 
matically move to a fully loaned-up position; 
under unfavorable expectations or great un¬ 
certainty there may be little expansion of 
deposit money. Similarly, once the system has 
created deposit money up to the limits legally 
possible, there need not necessarily be a net 
withdrawal of cash for hoarding by house¬ 
holds and non-banking firms: There will be 
a destruction of money by the banks them¬ 
selves if bankers’ expectations "turn sour 
This happens through ‘ calling' of demand 
loans and by a refusal to re-lend returned cash 
when these as well as time loans are repaid. 

We shall learn also that, when hank reserves 
are closely tied to the quantity of gold in the 
country, a loss of part of this gold can make 
che extinction of deposit money necessary. 

(iv) Organizational relationships of covnntntal 
banks. Because banks handle "other people s 
money" and because their operac.ons are so 
intimately and importantly related to the 
functioning of the whole economy, the r 
operates have been a major focus of publm 
concern and government control. Even a 
private firms, the banks have themselves felt 
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strongly the need for certain inter-bank rela¬ 
tionships and self-imposed controls to facili¬ 
tate their operations. 

Before considering these inter-bank relation¬ 
ships in some detail, we may list the ways in 
which commercial banks are so significant to 
the economy. In addition to being a very im¬ 
portant intermediary between household savers 
and firm-borrowers, these banks are (1) major 
agencies through which the stabilizing or un¬ 
stabilizing monetary effects discussed in Chap¬ 
ters 24 and 25 are realized; (2) agencies which, 
through their power to grant or withhold loan 
funds to firms, affect the allocation of re¬ 
sources; and (3) agencies which, because bank 
officials are frequently on corporations' boards 
of directors and because as loan-givers banks 
can stipulate the terms on which the loans are 
to be granted, have a great deal to do with the 
management of business enterprise. In short, 
these banks arc vitally connected at every 
stage with the extent of resource utilization 
and with the methods of resource allocation. 

Tbt clearing-house association. The main inter¬ 
bank organization created and operated by 
the banks themselves is the local clearing-house 
association. This is an organization of banks 
within a given area which provides a daily 
settlement of banks’ claims against each other, 
i.e., of their debts to each other. (In our dis¬ 
cussion above of the four banks, we repeatedly 
mentioned that each bank had items to be 
collected from the others. These inter-bank 
debts would have been settled at the clearing¬ 
house.) Every day at an appointed time mes¬ 
sengers from the several banks bring to the 
house the checks drawn upon other banks. 
The checks brought by a given bank represent 
a total credit to the account of that bank. The 
checks drawn against that bank by all the 
other banks represent a total debt in its clear¬ 
inghouse account. If the credit exceeds the 
debit, the bank receives the net amount in 
ca S h or is given a net credit in the account. 
And vice versa. The clearing of checks among 
banks of different localities is accomplished 
mainly through the Federal Reserve System, 
discussed below, although some collection of 
out-of-town items still takes place through 
anks located in the other communities, 
known as correspondent banks. 


The Federal Reserve System. The overwhelm¬ 
ingly important inter-bank organization in 
the United States is the Federal Reserve System. 
As we shall see, it is a quasi-public association. 
For this country this System performs the 
functions of central banking , i.e., banking for 
banks rather than for firms and households, 
which are performed by the central banks of 
other countries, such as the Bank of England 
and the Bank of France. What is the nature of 
this organization? What are its functions? 

These questions can perhaps be answered 
better after we have commented very briefly 
on the banking conditions in the United 
States which led to the creation of the Federal 
Reserve System. The history of American 
banking docs not make too pleasant reading, 
and it took the people of the country a long 
time to understand that the principle of free, 
private enterprise could not be applied with¬ 
out restriction to the field of commercial bank¬ 
ing. The present system, which still possesses 
plenty of imperfections, was developed after 
the trial-and-crror experiments and the politi¬ 
cal compromises that are a necessary and often 
beneficial characteristic of American economic- 
political democracy. 

The period before the Civil War was char¬ 
acterized by the almost unrestricted chartering 
of large numbers of state banks; by the almost 
unlimited issuance of bank notes by these 
banks; by severe and recurring financial (as 
distinguished from fundamentally economic) 
crises and panics; and by the failure of the 
federal government to exercise substantial 
control over banking excesses. During the 
1860 s a system of national banks was es¬ 
tablished, and the issue of bank notes by state 
banks was taxed out of existence. National 
bank notes were secured by bonds of the federal 
government; and various other requirements 
were set up, including rigid requirements in 
respect to ratios of total cash reserves to total 
deposits for each bank. Under the law banks 
were classified in three categories with respect 
to the legally required reserve ratios: central 
reserve city banks in very large cities; reserve 
city banks m medium-size cities; and country 
banks m small communities. The smaller- 
town national banks were allowed to keep 
part ot their reserves in the big-city banks. 
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But these provisions did not do a great deal 
to avert financial inflation and deflation. In 
times of panic bank failures were still very 
numerous. By 1910 the main complaint against 
the system was lack of flexibility. In the first 
place, the depositing of part of their reserves 
by the smaller banks in the big-city banks 
meant a "pyramiding" or concentration of 
reserves, for the big city banks could then 
count this cash as part of their own reserves 
and expand their own deposits accordingly 
(perhaps mainly for granting "call" or de¬ 
mand loans to stock market speculators). 
This made the system top-heavy; its base of 
reserves was too small for two sets (local and 
big-city) of demand deposits. Then, when in¬ 
flated security prices "crashed" and the usual 
wave of panic selling by the borrowers set in 
(so that the call loans might be repaid to the 
big-city banks), and when the panic spread to 
the smaller cities (so that the smaller banks 
needed their cash reserves back from the big- 
city banks in order to pay frightened deposi¬ 
tors), the big-city banks usually found them¬ 
selves unable to return the cash reserves as 
quickly as needed. Second, whether the re¬ 
serves were held entirely in their own vaults 
or partly in the big-city banks, the reserves 
behind ordinary banks’ checking accounts 
(demand deposits) and bank notes could not 
be increased or decreased easily in accordance 
with the needs of the moment. Unless reserves 
are 100 percent of deposits, no bank can 
"satisfy" all its depositors if there is a thor- 
ough-going run on the bank. But runs can 
often be averted if a bank’s cash can be quickly 
increased and the persons first in line paid off. 

Recognition of these inflexibilities led to 
the creation in 1914 of the central-bank system 
known as the Federal Reserve. (It is note¬ 
worthy that few if any persons at that time 
appeared to see the need of using such a system 
for helping to control the fluctuations of the 
business cycle. The main purposes were to 
facilitate business expansion, to prevent finan¬ 
cial "panics" from turning expansion into de¬ 
flation, and to avert the hardships of bank 
failures.) The 'provinces- " fear of -Wall 
Street” and the general desire for decentralized 
operations near "the grass roots" led to the 
establishing of twelve reserve banks rather 


than one central bank, with a measure of cen¬ 
tralized control in Washington. Chart 136 
shows where the twelve Federal Reserve Banks 
and their branches were and are located and 
what the boundaries of each Federal Reserve 
District are. If a given commercial bank is 
a national bank (i.e., chartered by the federal 
government), it must belong to the Federal 
Reserve System. Membership in the System 
among state-chartered banks is optional. 
Among the 14,168 commercial banks in exist¬ 
ence at the beginning of 1949, about 35 per¬ 
cent were national banks; 14 percent were 
state member banks; and 31 percent were state 
non-member banks. From the standpoint of 
size, however, the national banks outweighed 
the others, having 36 percent of the total 
dollar amount of demand deposits; the state 
member banks and the state non-member 
banks had, respectively, 29 percent and 15 
percent of the total. The member banks are 
still classified in three categories—central re¬ 
serve city banks (those in New York City and 
Chicago); reserve city banks (those in 58 
smaller cities); and country banks. (Each mem¬ 
ber bank in any category must keep its reserves 
with the Reserve Bank in its District. These 
reserves under the law do not consist of any 
cash which the member bank may hold in its 
own vaults for business purposes. The reserve 
consists of a member bank’s deposit at its 
Reserve Bank.) 

Each Federal Reserve Bank is owned, not by 
households or non-banking firms, but by the 
member banks in its District. Each member 
bank owns stock of the Reserve Bank equal to 
six percent of the member bank's own paid-in 
capital and surplus. Each Reserve Bank is con¬ 
trolled and operated by a board of directors. 
Three of the directors arc bankers in the 
District; three represent, respectively, trade 
and manufacturing and farming firms in the 
District; and three arc "public" members, ap¬ 
pointed by the coordinating, central-control 
agency in Washington, the Board of Govern¬ 
ors. One of the district public members is 
appointed as chairman of the board of directors 
and is known as the Federal Reserve Agent. 

The Board of Governors is composed or 
seven men, appointed for overlapping terms of 
fourteen years by the nation s President, with 
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the Consent of the Senate. It is the Board's job 
(with the advice and suggestions of the Federal 
Reserve Board Advisory Council of twelve 
members, one appointed by the directors of 
each Federal Reserve Bank) to make the bank¬ 
ing system operate in a coordinated way and 
in the public interest. Its powers include the 
establishment of reserve requirements; the 
csignation of types of member bank assets; 
the determination of re-discount rates (dis¬ 
cussed below); the supervision of the issue of 
cderal reserve notes; the determination (in 
conjunction with the Open Market Committee) 
°* open-market policy, discussed below; and 
the enforcement of its regulations through the 
examination of member banks. The Open 
arket Committee is made up of the seven 
members of the Board of Governors plus five 
representatives of the twelve Reserve Banks. 

oo much for the rather complicated structure 
0 the System. Now let us consider in more 


detail its present-day functions. The words 
"present-day" should be noted, for the System 
today has come to do things—mainly influenc¬ 
ing the quantity of deposit money so as to 
help stabilize economic activity—that were 
scarcely visualized by its sponsors. Perhaps the 
most useful way of discussing and understand¬ 
ing the functions is, first, to list the important 
things that the System, particularly the Re¬ 
serve Banks, can do under the law; second, to 
show how the System tries to solve the prob¬ 
lems that existed before 1914; and, third, to 
snow how the Reserve Board has come to try 
using its powers as instruments of over-all 
economic control. 

First then, each Reserve Bank, under the 
law and under the central supervision of the 
Board of Governors, does the following things: 

It acts as a clearinghouse for member banks 
seated in different communities within the 
Uistnct. The principles and methods of debit- 
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ing and crediting each member bank's ac¬ 
count is the same as in the local clearinghouse. 
The several Reserve Banks also clear among 
themselves checks involving member banks in 
different Districts. 

It super rises the operations of member bjiiks in 
terms of the Federal Reserve Act. In its super¬ 
visory capacity it shares control over national 
banks with the federal Comptroller of the 
Currency and with the Federal Deposit Insur¬ 
ance Corporation, and it shares control over 
state member banks with the several state 
regulatory agencies. This multiplicity of con¬ 
trols is not one to make bank officials happy. 

It makes loans to member banks. (It may also 
lend to non-member banks and to households 
and non-banking firms under emergency cir¬ 
cumstances, but this function has not been 
important.) These loans are made in either of 
two ways: (1) The Bank may re-discount a 
member bank's own loans (discounted promis¬ 
sory notes, discounted bills or acceptances, and 
other "commercial paper"). The process of 
re-discounting simply means that the member 
bank takes the piece of paper showing its de¬ 
positor's debt to it and, by paying interest for 
a given period in advance to the Reserve Bank 
on the face amount of the depositor's debt, re¬ 
ceives the face amount of the original debt, 
minus the interest payment, as a credit with 
the Bank. For example, suppose a non-banking 
firm has borrowed $10,000 from a member 
bank for three months at 6 percent per annum, 
receiving after discount the amount of $9830. 
If the Reserve Bank's re-discount (interest 
rate) is 2 percent per annum and the promis¬ 
sory note has, say, two months still to run, the 
member bank can receive from the Bank a loan 
(credit) of $9966.67 for the two-month period. 
(2) The Reserve Bank may take the member 
bank's own promissory note, taking govern¬ 
ment securities or other acceptable paper as 
"collateral" security (i.e., in support of the 
bank’s promise to pay). In this case the Bank 
lends the member the face value of the note 
minus a discount at the usual re-discount 
interest rate or if the security is less satisfac¬ 
tory than standard paper, at a rate at least 
one-half of one percent higher. Under the 
law the Board of Governors has, as it sees fit, 
the authority :o raise or lower the re discount 
rate on loans to member banks. 


A Reserve Bank holds the reserves of each member 
bank tn its District . The law (by "law" we 
mean the Act or statute establishing the System 
in December, 1913, as amended from time to 
time, particularly in 1935) requires the reserve 
ratios to be within the following limits: 
central reserve city banks—13 to 26 percent of 
demand deposits; reserve city banks—10 to 20 
percent; country banks—7 to 14 percent. The 
Board of Governors has the power to set the 
actual reserve ratios at any point within these 
limits; and in times of emergency the Board is 
empowered even to suspend these limits tempo¬ 
rarily. The legally required ratios at the begin¬ 
ning of 1949 were 26, 22, and 16 percent, re¬ 
spectively, for the above three classes of banks. 

The reserve of a member bank with a Reserve 
Bank is the same sort of thing as a household 
or non-banking firm's deposit with the member 
bank; it consists of a credit in its deposit ac¬ 
count with the Reserve Bank. (A member 
bank's deposits with a Reserve Bank may 
originate in various ways, including the deposit 
of currency, the bringing in of gold, the deposit 
of checks on other banks, or possibly the 
obtaining of loans from the Reserve Bank.) 
Just as a household or non-banking firm ex¬ 
changes debts with a member bank when it 
receives a loan from the bank (so that the 
household or firm lists the resulting demand 
deposit as an asset and the loan as a liability, 
while the member bank lists the demand 
deposit as a liability and the loan as an asset), 
so the member bank and the Reserve Bank ex¬ 
change debts when the member bank obtains 
a loan from the Reserve Bank: The member 
bank lists the demand deposit obtained from 
the Reserve Bank as an asset; it is part of its 
reserve with the Bank. But the member bank, 
like the household or non-banking firm, mubt 
also list the loan (which created the reserve- 
deposit) as a liability. The Reserve Bank enters 
the demand deposit as a liability and the loan 
as an asset. The law requires each Reserve Bank 
to keep a reserve of 25 percent in gold certifi¬ 
cates behind the aggregate reserve-deposits of 
their member banks (or against any other kinds 
of deposits). This requirement is of course a 
limitation on each Reserve Bank's ability to 
create deposits for member banks. 

A Reserve Bank issues federal reserve notes as 
currency {cash-). Before 1935 m»>°nal member 
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banks used to issue their own notes, which 
circulated as cash. These notes used to be 
backed by certain reserves of gold and govern¬ 
ment securities. The federal reserve notes are 
now the only bank notes that may be issued 
and they come only from the Reserve Banks. 
They must be secured 100 percent—a 25 per¬ 
cent reserve of gold certificates plus a 75 per¬ 
cent collateral of government securities or ap¬ 
proved commercial paper. The purpose of the 
notes is to provide a sound currency that meets 
the needs of business activity, seasonal and 
otherwise. At Christmas time, for example, the 
households and firms of the economy require 
an extra half-billion dollars or so of cash. The 
Reserve Banks supply federal reserve notes on 
request of the member banks, which in turn 
pass them out to customers wishing to draw on 
their deposits in this form. All federal reserve 
notes issued by a Reserve Bank are liabilities 
of the Bank. When a Reserve Bank gives notes 
to a member bank, however, there is no net 
increase in Reserve Bank liabilities because the 
deposits of member banks, which are also 
Reserve Bank liabilities, are reduced by the 
amount of the notes issued. Conversely, when 
some of the notes previously in circulation arc 
returned by member banks to a Reserve Bank 
(c.g., after Christmas), there is again no 
change in Reserve Bank liabilities, for the de¬ 
crease in reserve-note liability is just matched 
by the increase in the deposit liability of the 
Uank to the member banks. 

A Reserve Bank buys and sells government 
securities in the open market. These so-called 
open-market operations" may be between 
the Bank and member banks or between the 
Dank and the general public. As we shall see, 
this function provides the System’s most ef- 
tective instrument to influence the quantity of 
money md the flow of money income in the 
economy. If a Bank buys government bonds 

ITrU baDk f ° r ’ ***' 5100,000, it pays 

or the bonds by increasing the member bank’s 
reserve-deposit with the Bank by this amount 
)“st as a member bank may pay for a cor¬ 
poration’s bonds by creating a demand deposit 
WH C ^ or P° rac,on in payment for the bonds. 
B-lt" ** member bank sells to the Reserve 
assets' f °r rmer cx P cnences a change on the 
inn*,. statemcnt ' •«* reserve-deposit 

es while its loan-investment item de¬ 


creases. Conversely, the sale of government 
bonds by a Reserve Bank to a member bank 
would reduce the deposit of the bank with the 
Reserve Bank; the member bank would pay 
for the bonds by reducing its deposit-credit or 
reserve with the Bank. Here the member’s 
loan-investment asset increases as the reserve- 
deposit asset decreases. It is thus clear that the 
purchase or sale of government securities by 
Reserve Banks from member banks is a method 
of increasing or decreasing member bank re¬ 
serves without changing the amount of the 
member banks’ demand-deposit liabilities to 
the public (i.e., to households and non-bank¬ 
ing firms). On the other hand, if a Reserve 
Bank buys from or sells the same amount of 
securities to private households or firms, the 
effect on the amount of the member bank’s 
reserve-deposit is the same, but the member- 
bank demand deposits for the public change 
also. In this case, therefore, the excess reserve 
created or diminished by Reserve Bank open 
market purchases or sales is less than in direct 
dealings with member banks. For example, 
suppose the Reserve Bank buys $100,000 of 
government bonds from the "general public." 
The sellers then receive from the Bank checks 
totaling this amount. They deposit these 
checks in their (member) banks, thus increas¬ 
ing the demand-deposit liabilities of these 
banks by $100,000. The member banks then 
send these checks for "collection" from the 
Reserve Bank; and this increases their reserve- 
deposits with the Bank by $100,000. In this 

(say . 2 ° percenc) o( the additional 
$ 100,00 reserve-deposit must be held as reserves 
against the additional $ 100,000 demand de- 
posits of the member banks’ customers. Only 
$ 80,000 are then new excess reserves for the 
member banks, compared to the $100,000 
excess reserves that were created when the 
Reserve Bank bought the bonds directly from 
the member banks. 

JS Banh f' « fi““‘ “i""‘ for the 

'? T *•""?»' •”* Particularly 

the Treasury Department. The Banks sell govern- 

« D tnTU t,eS l r the Treasur *- “t inter- 
est to holders of government securities, serve 

n U ireH°k ,t0 < r,eS for S°vernment funds not re¬ 
quired by law to be held in Treasury vaults 
and serve as collection agent for many of the 
««es imposed by the federal government 
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In addition to these functions performed by 
the Reserve Banks under the direction and 
control of the Board of Governors, there are 
three other functions that the Board of Gov¬ 
ernors itself may carry out: (*) The Board is 
empowered to determine the "margin" re¬ 
quirements on the purchase of securities. The 
Board can say what percentage of the purchase 
price is to be "cash on the line" and what per¬ 
centage may be loaned to the buyer by the 
broker or bank selling the securities. (£) The 
Board may specify the maximum amount, as 
a percentage of a bank's capital and surplus, 
that the bank may lend to persons who offer 
securities as collateral security for loans, 
(c) The Board may, under special circum¬ 
stances, put limits on credit granted to house¬ 
holds for consumption purposes by various 
devices, such as specifying the percentage 
which "down payment" must be of the pur¬ 
chase prices involved in instalment sales. 

Now let us turn to our second main point of 
inquiry about the Reserve System: Let us see 
how the functions just described are related to 
the banking problems and inadequacies that 
existed before 1914. Obviously the require¬ 
ment that member bank reserves be kept in 
their respective Reserve Banks tries (with 
considerable success) to prevent the objec¬ 
tionable concentration or pyramiding of these 
reserves for speculative purposes in New York 
and Chicago. It also provides a basis for Re¬ 
serve Bank assistance to member banks whose 
cash or liquid reserves have been drained by 
a "run." There are now ways of increasing or 
decreasing the excess reserves of any member 
bank as needed. This can be done by: (a) the 
ability of the Board of Governors to raise or 
lower the ratio of member-bank reserves to 
member bank demand deposits; ( b ) the ability 
of the Board of Governors to raise or lower the 
re-discount rate on Reserve Bank loans to 
member banks, which also helps to control the 
reserves of the member banks (every loan by 
a Reserve Bank to a member bank through the 
process of re-discounting increases the member 
bank’s reserve with Bank); (c) the buying of 
government securities in the open market. 

Finally, let us see what the Federal Reserve 
Board can do with its statutory powers to 
curb the inflations and deflations of business 


cycles. Although this function was, as already 
suggested, not given much attention by the 
framers of the Act, the depressions of the early 
twenties and thirties made it a focus of inter¬ 
est, and the Board has made some effort to 
influence the level of economic activity. The 
measures used are four, the three mentioned 
in the preceding paragraph plus one other. 
GO The control over the ratio of reserves to 
demand deposits obviously helps to control 
the excess reserves of member banks and, conse¬ 
quently, their over-all ability to make new 
loans and create demand deposits. Lowering 
the reserve requirements tends to increase 
members' excess reserves and the total of 


deposit money, while raising them tends to 
produce the opposite effect. (£) Raising or 
lowering the re-discount interest rate on Re¬ 
serve Bank loans to members tends, respec¬ 
tively, to diminish or raise members' request 
for such loans and, thereby, their excess 
reserves, (c) We have already seen how the 
Reserve Banks’ purchase or sale of government 
securities on the open market tends, respec¬ 
tively, to raise or lower members' excess re¬ 
serves. 00 The Board of Governors may try to 
influence member banks' decisions to create or 
not to create credit money by direct persuasion 
or by an effort, through speeches and press 
releases, to mobilize public opinion in favor of 
credit contraction or expansion. 

These four measures (plus the three having 
to do with consumer credit, security-purchase 
margins, and use of securities as collateral for 
loans to households and firms) constitute the 
weapons in the Federal Reserve System s arse¬ 
nal for the control of the volume of deposit 
money. It must be carefully noted, however, 
that GO these weapons have not been effective 
or at least have not been used boldly and 
effectively to prevent inflation or deflation, 
i e., to maintain a continuously high level of 
resource-utilization; (A) the reasons for the 
System's failures lie not only in the Board s 
inability to act with sufficient foresight an 
promptness but also in the inability of an) 
such agency to control the price-expectations 
of member banks (e g*. chc Board cannot force 
households or non-banking firms to ask h 
loans from banks, nor can it force member 
banks to create deposit money on the basi> oi 
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excess reserves if the member banks are pessi¬ 
mistic about the business outlook—in other 
words, the Board cannot with certainty affect 
V or M in the MV = PT equation); and (c) in 
general, when the measures of control have 
been used to reduce member banks' reserves, 
so as to restrict credit expansion, they have 
been more effective than when used in an 
effort to stimulate credit expansion. 

The Federal Deposit Insurance Corporation. This 
concludes our discussion of the Federal Reserve 
banking system from the standpoint of the 
American social organization. There is one 
more organizational relationship among com¬ 
mercial banks to be noted: the Federal Deposit 
Insurance Corporation, a government agency 
which, following the wave of bank failures of 
1932-1933, and the bank "holiday" of early 
1933, was established to "guarantee" within 
limits noted below the safety of households' 
and firms' deposits in commercial banks. The 
"guarantee" of safety is made by "insuring" 
all household-firm deposits in participating 
banks up to the amount of $5000 for each 
deposit. The "insurance" is effected by the 
following provisions: Each member bank of 
the Federal Reserve System must participate 
in the program, and non-member banks who 
meet certain requirements may participate. 
(At the beginning of 1949 about 90 percent 
of all commercial banks, 95 percent of all 
depositors, and half of all commercial deposits 
were covered.) The resources of the FDIC for 
paying off the depositors of closed banks 
come from an original government-provided 
capital of $290 millions invested in govern¬ 
ment securities, plus more than a half billion 
other invested dollars obtained by assessing 
each participating bank an annual amount 
equal to one-twelfth of one percent of its 
deposits. The FDIC is also empowered by law 
to borrow up to approximately one billion 
dollars from the Treasury Department on its 
own assets. The FDIC exercises considerable 
powers of examination and supervision over 
participating banks; naturally it is anxious to 
improve banking practices in order to reduce 
the number and percentage of bank failures. 

hether its resources are adequate to meet 
another great depression remains to be seen, 
but the probability is that the mere existence 


of the insurance program will avert panic runs 
on the banking system. In effect, the resources 
of the federal government have been put 
behind the system. 

(4) Cold and the Monetary and Banking Sys¬ 
tems. We cannot leave our discussion of the 
role of money in the American political- 
economic setting without understanding the 
influence of the flow of gold. Our previous 
mention of gold related to the kinds of money 
uved in the United States; we said that the 
country was on a limited gold bullion standard. 
Our interest now is in how the amount of gold 
in the country affects the flow (MV) of money. 

The acquisition of additional gold by the 
government—whether from the output of 
American mines or by import from other 
countries’ firms or governments in settlement 
of debts to American firms or to the United 
States government—tends in the end to in¬ 
crease the reserves of member banks in the 
Federal Reserve System unless the gold is 
"sterilized" by the Treasury Department. 
Thus, without sterilization, an increase in 
the country's stock of gold tends to increase 
the dollar volume of demand deposits. 

Let us sec how this happens. Suppose first 
that the Treasury buys a quantity of gold 
newly mined by a domestic firm. It pays the 
firm for the gold with a check on a Federal 
Reserve Bank. Then the firm will doubtless 
deposit the check in its commercial bank, and 
the latter "collects" from the Reserve Bank by 
obtaining an increase in its deposits with that 
Bank. This means an increase in the com¬ 
mercial bank’s reserves and, thereby, in its 
ability to make further demand deposits. The 
Treasury then replenishes its deposits at the 
Reserve Bank by issuing to the Bank new gold 
certificates against the newly purchased gold 
As already shown, gold is the basis for the 
Treasurys issue of gold certificates, which, 
although not permitted to be in general circula¬ 
tion, are a 25 percent reserve behind the federal 
reserve notes issued for currency purposes by 
the Federal Reserve Banks and which are also 
a 25 percent reserve behind the demand de¬ 
posits created by the Reserve Banks to member 
banks. 

Now suppose gold comes into the country 
trora abroad in payment of private debts. The 
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mechanism is somewhat different, but the 
effect is essentially the same. American ex¬ 
porters deposit in their local banks checks or 
drafts from their foreign debtors. The Amer¬ 
ican banks then have a claim on the debtor's 
foreign banks. If the latter honor the checks 
with gold shipments to the American banks, 
as sometimes happens, the American banks 
must send the gold to their Reserve Banks, 
which in turn must send the gold to the Treas¬ 
ury, receiving in return gold certificates. Thus, 
the following things happen to the statements 
of the member banks and the Reserve Banks: 
The member banks' deposit liabilities are in¬ 
creased when the exporters' checks are de¬ 
posited with them. At the same time their 
assets are increased by the claims on the foreign 
banks. When these claims arc paid from 
abroad in gold, the American member banks 
give the gold to the Reserve Banks. The 
member banks thus retain their increase in 
assets; they now have increased deposits and, 
therefore, reserves at the Reserve Banks. Sioce 
reserve assets need be only a fraction of deposit 
liabilities, the banks' excess reserves have been 
increased. At the time the member banks 
deposit the gold with their Reserve Banks, the 
deposit-liabilities of the Reserve Banks are in¬ 
creased by the amount of the deposits; but 
when the Treasury gives the Reserve Banks 
gold certificates for the gold, the Banks' own 
reserve assets are increased to the same extent, 
thus providing the basis for further expansion 
of deposits by these Banks. 

When the banks of American importers 
ship gold out of the country, the opposite 
effect prevails. The reserves of member banks 
and Reserve Banks are depleted, and the 
quantity of deposit money tends thereby 
to be contracted. Let the student explain the 
process in detail. 

Since 1933 the United States has received 
huge net shipments of gold from abroad. 
But a great deal of this has been sterilized by 
the Treasury. If the U. S. Government received 
the gold directly from a foreign government, 
the sterilization process was simple: Gold 
certificates were just not made available to 
the Federal Reserve Banks. If the gold came in 
through private channels, as just described, the 
Treasury had to give the Reserve Bank gold 
certificates for the gold when the gold was 


presented. But the Treasury immediately got 
these certificates back by selling new short¬ 
term securities to the Banks, receiving the 
currency in payment for them. That is, in the 
end gold certificates were not really given to 
the Reserve Banks in exchange for the gold. 
In effect the Treasury borrowed, from the 
existing money supply, funds with which to 
buy the new gold; in this way it prevented an 
expansion of the reserve basis for an increase 
in deposit-money, i.e., for an expansion in the 
total quantity of money. 

(5) The Federal Treasury , We have just seen 
how important the United States Treasury is 
to the money-banking system with respect to 
inward and outward flows of gold. This leads 
us to inquire whether the Treasury has other 
important relations to the over-all MV of 
(quantity and rate of spending) money in the 
economy. The answer is very decisively ' yes.'' 
As a matter of fact, it appears that the develop¬ 
ments of recent years have, for reasons that 
will be made evident below, made the Treasury 
the number-one government agency in over-all 
monetary policy. It has become more potent 
in this respect than the central banking agency. 
More often than not, the Federal Reserve 
System has acted as agent for the Treasury 
rather than vice versa—and this to a far 
greater degree than indicated above, where we 
discussed the "ordinary" agency duties of the 
System. (Actually, the two agencies are in¬ 
dependent. A strong Secretary of the Treasury 
and a strong Chairman of the Federal Reserve 
Board who had opposing views on monetary 
policy could, in the absence of a strong Chief 
Executive, have a merry row.) 

The circumstances that have led to this 
situation are (a) the depression and economic 
stagnation of the 'thirties and (b) the fin * nc,r |8 
of the United States' prosecution of World 
War II. Both conditions led to huge govern¬ 
ment expenditures and deficits and, conse¬ 
quently, to very large scale financial operations. 
That is, the deficits of expenditures over 
receipts were financed mainly by selling ne 
government short-term and long-term securi¬ 
ties to the banks. It is very important to bear 
in mind that the Treasury sold new governmen 
securities rather than existing^ ones. in»s 
means that the mechanism and the results "* 
the same as when, by setting up new demand 
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deposits, commercial banks buy new securities 
from corporations; the mechanism and results 
are clearly not the same as when commercial 
banks buy existing securities from Reserve 
Banks. In the first case the banks' assets were 
increased by the dollar amount of the new 
securities purchased and the banks' liabilities 
were increased by the creation of demand de¬ 
posits of the same amount to the credit of the 
corporation; there was no change in the 
amount of the banks’ reserves on the assets side. 
In the second case there was no change in the 
demand deposit liabilities of the banks. There 
was, instead, a shift in assets; the investment 
item increased by the dollar amount of the 
purchase of the existing securities, and the 
reserves item decreased by the same amount, 
leaving total assets unchanged. Thus, when the 
commercial banks bought new government 
short-term notes and long-term bonds (and 
insofar as they do so now under similar cir¬ 
cumstances), we find that the banks' assets 
increased by the dollar amount of the securities 
purchased and the demand-deposit liabilities 
rose by the same amount. In short, the banks 
create deposit-money at the direct behest of 
the Treasury. (Wc may also note here, as we 
shall see in greater detail in a later chapter, 
that when government budget deficits arc 
financed by selling new securities to house¬ 
holds and non-banking firms rather than to 
banks which pay by setting up demand de¬ 
posits, there may be no increase in total spend¬ 
ing in the economy as a whole. This is because 
the households and firms pay for the securities 
out of their savings. There is thus a decrease in 
private spending—unless the savings would 
have been hoarded—equal to the size of the 
deficit, i.c., equal to the net rise in govern¬ 
ment spending. No new money has been 
created.) 

As a result of the 1933-1946 deficit financing 
5 . commercial banking system has a very 
h>gh percentage of its total assets invested in 
federal-government securities. Therefore the 
maintenance of the prices of these securities 
is of great moment to the banks and to the 
government, which is interested in the financial 
soundness of the banks. As a further conse- 

?K ef c e j°^ theSe chin S s » ch e Treasury (through 

e ederal Reserve Banks) might stand ready 
0 P urc “ as e governments" in the open market 


in order to lift their prices whenever they fall 
to a given level. 

An interesting recent development in Treas¬ 
ury policy, which combines deficit financing 
(through sale of securities to the banking 
system) with transfer of reserves from member 
banks to Reserve Banks in order to restrict 
member-bank credit-expansion, is to be found 
in ( a ) the Treasury's sale of securities to mem¬ 
ber banks, thus increasing their demand de¬ 
posits; and (£) the Treasury's subsequent trans¬ 
fer of these deposits to the Reserve Banks, thus 
decreasing the reserve-deposits of the member 
banks with the Reserve Banks. The latter 
result happens when the Treasury writes 
checks to the Reserve Banks against the mem¬ 
ber banks, which then "pay” the Reserve 
Banks by a diminution in their reserve-deposits 
with the Banks. In this operation, the liabili¬ 
ties of the member banks are reduced by the 
amount of the transferred Treasury deposits, 
and their assets are decreased by the same 
amount—the decrease in their reserves. The 
latter change nullifies the expansion of deposit 
money. As for the Reserve Banks, there is no 
change in the totals of their assets or liabilities. 
Their deposit liabilities to government rise by 
the amount of the transferred deposits, and 
their deposit liabilities to the member banks 
fall by the same amount. 

(6) Summary and Conclusions. We have seen 
that the economic process in the United States 
takes place in a setting in which the quantity 
of money is highly variable. Money in the 
United States is made up of metallic and paper 
currency plus a much larger amount of deposit- 
money. The commercial banking system, 
organized and subject to certain controls under 
the Federal Reserve Act by the Federal Reserve 
Board of Governors in the Federal Reserve 
System, still has the ability, as a system, to 
create or destroy deposit-money, with a wide 
margin of discretion. The Board tries to control 
this expansion and contraction of credit by its 
power to set (within limits) the reserve re¬ 
quirements of member banks, by its power to 
raise and lower the re-discount rate on loans 
to member banks, by its power to buy and sell 
government securities in the open market, by 
Its general authority 10 supervise member 
banks operations, and by its authority over 
security-purchase margin requirements, con- 
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sumer loans (instalment selling), and the use 
of securities as collateral for loans from member 
banks. The federal Treasury also can influence 
the quantity of currency and of deposit-money 
and, under the conditions of recent decades, 
has tended to become the dominant agency of 
control in monetary matters. 

Bearing in mind our emphasis in Chapters 
24 and 25 that money in itself is an actor in 
the economic drama only insofar as the human 
decisions of households and firms (including 
banks) make it so, it must be clear to the 
student that the control by the Reserve Board 
and by the Treasury over MV must of necessity 
be imperfect. This is because these agencies 
are not able to influence easily and at will 
households’ and firms' expectations and thus 
are unable to control a goodly portion of M 
and most of V. 

C. The Nature of Markets in the United States 

The American economy is "mixed'’ and 
heterogeneous not only in its human and 
natural resources and in the role of govern¬ 
ment. It is also mixed and heterogeneous with 
respect to the markets in which products and 
factor services are bought and sold by house¬ 
holds and firms. 

In considering the nature and kinds of 
markets we must bear carefully in mind that 
there is always a buying side and a selling 
side for each product and for each factor service. 
For example, in the consumption product 
markets involving retail stores and house¬ 
holds we must think not only about the degree 
of competition among the retail stores, which 
are the sellers of the products; we must think 
also about the degree of competition among 
the household-buyers of the products. 

In our discussion we shall find it convenient 
to distinguish final consumption products and 
factor services. 

( 1 ) The Markets for Final Consumption Prod¬ 
ucts. Households buy products from a variety of 
firms—including small, "independent retail 
grocery stores, drug stores, hotels, restaurants, 
specialty shops, garages, filling stations, and 
repair shops; "chain” stores, department 
stores, and mail order houses; doctors, dentists, 
and hospitals; theaters and concert halls; and 
"private" educational institutions. In buying 
the commodities and services sold by these 


firms, the households—with the exception of 
consumer cooperatives—are economic atoms. 
They buy under conditions of pure competition. 
But on the selling side there is a great variety 
of conditions. As we have defined the term, 
there is no pure competition among the sellers. 
But every other main kind of market exists in 
various "shades." The small retail shops sell 
mostly under conditions of monopolistic com¬ 
petition, as we defined that term in Chapter 26. 
The large ones, such as department stores, 
chain stores, and mail order houses, sell mainly 
as differentiated oligopolists. And occasionally, 
as in a one-hospital community, there is some¬ 
thing very close to monopoly. 

(2) The Markets for Factor Services and for 
Durable Factors. In considering the markets 
involving the factors of production in the 
United States we must bear two distinctions in 
mind. We must remember that fluid loan funds 
(including the saved dollars of households and 
the deposit-money created by the banking 
system) have markets separate from the mar¬ 
kets in which the embodiments of savings (raw 
materials and durable factors such as machines) 
are bought and sold. We must also remember 
that there are often many stages of production 
between the original raw materials and the 
final consumption products; therefore the 
products of firms in the “lower” stages become 
factors or factor services for the firms in the 
next stages. In other words, in real-world 
America there are firms on each side of many 
markets. On the other hand, households do 
sell labor-services and saved-dollar-scrviccs to 

firms. . 

(a) The Ubor Markets, (i) The selling side. 
Let us look first at the selling and buying of 
labor-hours. Here again the situation is mixed. 
On the selling side the households in some 
markets—mainly those for white-collar )obs 
l,ke stenographer, bookkeeper, and nurs< T“*" 
economic acorns anJ sell unJcr the conJ.c on 
of pure competition. But. especially in recent 
years (since the development of widespread 
unionism), many svhite collar labor■«•*«* 
have some degree of monopoly oni the^sclhng 
side. Unionism is much stronger, however, 
the manual-labor markets; there are large 
degrees of monopoly on the selling 5ldc hcre . n . 

We stated in a previous chapter that org 
ized labor in America is "split ; that , 
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are rival union groups, affiliated with the 
A.F.L., the C.I.O., or with no other unions. 
Does nor this fact mean oligopoly rather than 
monopoly? There is no clear-cut answer to 
this question; there are elements of both kinds 
of market. Let us see why. First, there is 
competition among rival union groups for 
household patronage and loyalty; each union 
tries to get the households to give it the right 
to sell the households' labor to a particular 
firm or group of firms. But this more or less oli¬ 
gopolistic competition for household patron¬ 
age docs not at first have directly to do with 
the actual sale of labor-hours to a firm or 
group of firms; that comes later. The first 
question is, Which of the rival unions shall be 
th< seller? It is the law of the land that the 
union that wins the competition for house¬ 
hold patronage becomes the exclusive seller of 
labor to a given firm. Under the National 
Labor Relations Act of 1935, as amended by 
the Labor-Management Relations (Taft-Hart- 
ley) Act of 1947, the National Labor Relations 
Board is authorized to hold an election among 
the workers of a given plant or firm or group 
of firms in order to determine which one 
among two or more rival unions commands 
the greatest support among the workers in¬ 
volved. Once this question has been deter¬ 
mined by secret ballot, the winning union is 
certified by the Board as the exclusive seller of 
labor for that part of the labor market. 

This looks like certified monopoly for the 
winning union vis-a-vis a particular firm or 
group of firms. But the monopoly enjoyed by 
such a certified union is not complete. Few 
monopolies, if any, are. In America there are 
three main reasons for this. In the first place, 
consider the situation in which there are, say, 
three firms on the buying side of a given local 
abor market and in which each firm buys 
3 f k "° m a t *'^ crent certified union. No one 
0 these three rival unions could have a com- 
P cte monopoly in selling labor to its own 
hrm because each has to consider the effect of 
h SC ) ,ng P 0 »*ics on the selling policies of 
c other unions. For example, since certifica- 
tion is not for an indefinite period, it is pos- 
1 . e *^at t ^ lc households in one union might 
wuch their allegiance to a rival union after 
, ' v “ l ' c “ the rival union was able to sell its 
a or to its firm at better terras chan those 


obtained by the first union. This consideration 
by one union of the moves made by its rivals 
smacks of oligopoly; certainly it affects the 
monopoly position of a given union. But our 
definition of oligopoly with respect to firms’ 
sale of products involved an clement of tacit 
collusion among the firms; each firm stands 
pat or follows the leader in pricing its product, 
and there is a complete lack of under-bidding, 
ardent or otherwise. Not so with union ''oli¬ 
gopoly": The competition to strike the best 
bargain (obtain the highest terms, including 
wage rate) from the firm is certainly not 
atomistic, but it is very keen. This is because 
rival unionism involves very importantly a 
struggle for political as well as economic 
power, a struggle for a secure and preferred 
social status as well as for economic maximi¬ 
zation. 

In the second place, the monopolistic char¬ 
acteristics of unionism are diluted by tech¬ 
nological advances. The technologies of certain 
"industries" arc such that unions are in a 
very strategic position in relation to firms. 
Examples arc the Locomotive Engineers, the 
Teamsters (truck drivers), the Motion Picture 
Operators, some of the printing-trades unions, 
and the building-trades unions. Technology 
favors a high degree of monopoly here, and in 
past years many of these craft unions have ex¬ 
ploited and enhanced their positions by re¬ 
stricting their membership through various 
devices and by excluding non-members from 
employment through "closed-shop" agree¬ 
ments with firms. In other industries, how¬ 
ever—the so-called mass-production manufac¬ 
turing industries—technological change has 
often reduced the skills of workers and de¬ 
prived them of much of their strategic position. 
In these circumstances a union's control over 
job opportunities in a firm tends to be much 
weaker. 

The third main reason for diluted monopoly 
power among unions in the selling of labor is 
to be found in regulatory legislation such as 
the Labor-Management Relations Act of 1947 
which outlaws the "closed shop" and permits 
the union shop" only when a majority of 
a hrm s employees vote for it. (These "shops" 
are defined in Chapter 39, below.) Thus even 
where technology favors a high degree of 
monopoly and where there is no important 
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rival unionism (e.g., the building trades), the 
law restricts the exercise of monopoly powers. 

(ii) The buying side. The degrees of competi¬ 
tion and monopsony in firms’ buying of labor 
varies widely. Among atomistic farmers the 
situation is closer to pure competition or 
monopsonistic competition than to oligopoly 
or monopoly. Among organized farmers, how¬ 
ever, there is a rather high degree of monop¬ 
sony. Among small and atomistic retail 
establishments monopsonistic competition may 
be said to prevail. Among the large retail 
firms and among firms in other main fields of 
economic activity—raining, manufacturing, 
construction, transportation, and public utili¬ 
ties—oligopsony or monopsony are character¬ 
istic. Local and industrial trade and employer 
associations make for monopsonistic conditions 
in the buying of labor. The highest degree of 
monopsony is found usually where there is one 
firm in an isolated labor market—e.g., an 
isolated cotton textile mill village or a western 
metal-mining community. 

(iii) Selling-buying. The combinations of 
different buying and selling conditions may be 
numerous. The selling of labor by atomistic 
households to atomistic farmers approaches 
pure competition on both sides of the market. 
A more usual market, however, is atomism 
among household-sellers and oligopsony or 
monopsony among the firms on the buying side. 
Still more usual during recent years, in terms 
of relative economic-political importance, is 
some degree of monopoly on the selling side 
and some degree of monopsony on the buying 
side. Whether we call these markets oligop- 
olistic-oligopsonistic, monopolistic-monop- 
sonistic, or bilateral monopoly does not matter. 
The important fact is the determination of the 
price and other conditions of labor by a 
bargaining process, usually called ’collective 
bargaining." 

(b) The Markets for Loan bunds, (i) Nature 
and origin of loan funds . Our discussion of 
financial institutions and banking activities 
plus our previous discussions of income, saving, 
and investment give us a basis for understand¬ 
ing the nature of the markets for loan funds. 
At the outset several things should be noted: 
First, in real-world America these markets arc 
very much more complex and varied than the 
ones we assumed for our hypothetical econo¬ 


mies such as Atomisia. In those economies we 
talked for the most part as if households' 
savings were made directly available (loaned) 
to firms. We usually assumed away the exist¬ 
ence and operation of the many middlemen 
financial institutions found in the real world. 
When we did mention banks, we assumed a 
simple intermediate relation for these firms 
and paid no attention to the actual marketing 
of savings. 

Second, although the embodiments of past 
savings are of various durabilities, the savings 
themselves—the fluid funds—are extremely 
durable. Whatever the durability of the em¬ 
bodiment, the accumulated dollar savings 
remain so long as they are maintained in some 
embodiment. The dollars may pass through 
a host of reincarnations (i.e., the embodiments 
wear out and change); but the saved dollars 
of the past go marching on. Total new money 
savings change to some extent cyclically with 
the total national money income, and from the 
cyclical standpoint we may consider that some 
of the new savings created during the upswing 
are destroyed (dissaved) during the down¬ 
swing. But there is always a "hard core" of 
accumulated savings in the secular sense to 
which net additions are made over time. From 
this standpoint savings are of extreme dura¬ 
bility and arc to be distinguished from labor 
hours, which are of extreme perishability. 
(Another distinction of savings and loan funds 
from labor-hours is the relative absence of 
middlemen in the marketing of labor-hours. 
In the real world households sell labor-hours 
directly to firms for the most part, individually 
or through unions, instead of using such 
middlemen as private and public employment 
agencies.) 

Third, when for our hypothetical economics 
we talked about households' lending of savings 
to firms, we dealt mostly with new savings or 
loan funds rather than with accumulated 
savings. In the real world, however, the loan 
funds from past as well as current savings are 
bought and sold in the markets. Past savings, 
although embodied in forms of varying dura¬ 
bility, are given ownership-fluidity through 
evidences of claims upon the savings—stocks, 
bonds, mortgages, notes, bills, and other pieces 
of paper. These evidences of ownership or 
claims upon past savings are traded constant y 
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among households and firms. They are sub¬ 
stitutes of varying liquidity for dollars and can 
be converted into dollars in the market places. 
It must not be thought, however, that claims 
on the whole stock of past-saved funds is being 
traded in—i.e., having a change of ownership 
—at any one time; usually only a very small 
portion of the stock changes hands on any one 
day. 

Fourth, new savings can be created not only 
through households' net savings out of current 
income but also by the commercial banking 
system s ability to create demand deposits or 
credit money. Newly created bank deposits are 
not themselves savings. But since the deposits 
are created by banks in response to firms' 
requests for loans for net real-investment 
purposes, and since net new investment by 
firms increases the total national income, we 
find households saving more, out of this in¬ 
creased income, than formerly. The net creation 
of bank deposits has led to an actual amount 
of net saving by households that exceeds the 
amount planned before the total national in¬ 
come rose. The banking system docs not, how¬ 
ever, have an unlimited ability to create loan 
funds. The reserve requirements and the de¬ 
mand for funds set certain limits. 

Fifth, in real-world America the nonbanking 
firms may (and often do) themselves save net 
by setting aside, in their reserves, amounts 
out of their current incomes that are greater 
than the amounts needed to maintain their 
existing embodiments of past savings. These 
firms may hoard such savings with banks 
in idle deposits or they may use them for 
net investment in their businesses or they 
may lend them to other firms, as in the call- 
loan funds market. Whatever use is made of the 
newly saved dollars of firms, the firms have in 
ettccc forced households to save out of current 
income. This is so because such firms in effect 
rejected two other alternatives: The firms 
could have paid out these saved dollars as 
ividends to the stock-owners, who might 
nave saved or spent on consumption goods 
such additions to their incomes; or the firms 
could have charged lower prices for their 
products to household buyers—prices that 
would have been too low to permit the firms 
to make such savings out of their incomes. 

Ao summarize, the total amount of loan 


funds that change hands in American markets 
at any one time come in general and in the last 
analysis from the past and current savings of 
households out of past and current income. 
With respect to lenders , in view of the institu¬ 
tional factors mentioned above, we may say 
that at any one time the total amount of loan 
funds reaching the markets comes from (,/) 
(unhoarded) savings of households and firms 
out of current income; (£) the previously used 
savings out of past incomes of those households 
and firms which want to place their savings in 
different embodiments (i.e., which wish to 
buy claims—stocks, bonds, etc.—different 
from those now owned); (c) the savings out of 
past incomes of those households and firms 
which have been holding these savings idle, 
i.e., hoarded, and (</) the credit money or loan 
funds created by the banking system at that 
time. In other words, all unhoarded current 
savings plus a fraction of past savings plus 
new bank credit go to the loan-fund market 
on any one day. The lenders of loan funds arc 
households, non-financial firms, and financial 
firms. With respect to borrowers of loan funds, 
the demand for loan funds comes from (*) 
households that wish to increase present 
consumption beyond current income; (£) 
households and firms that wish to sell their 
present claims; and (c) financial and non- 
financial firms that wish to invest net in new 
embodiments of savings. The borrowers are 
again households, non-financial firms, and 
financial firms. 

(ii) The nature of the markets. What are "the 
money markets"? Where can the lenders noted 
above dispose of their funds, and where can 
the borrowers noted above obtain the use of 
funds? Household lenders of savings may 
sell them to savings banks, savings depart¬ 
ments of commercial banks, the federal Postal 
Savings System, or savings (building) and loan 
companies; or the lenders may go to stock 
brokers and through them buy the stocks or 
bonds of a corporation. If stocks or bonds arc 
bought (and this is true for all buyers not 
merely households), two organ, v d markets arc 
usually involved: a stock change and a call- 
loan monry mark,,. A stock exchange—of which 

Exrh^ e J n ° St C * a T ple U the New York Stock 
Exchange—is a place in which orders for the 

buying and selling of listed stocks and bonds 
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are executed by professional traders known as 
stock "brokers.” The exchange is governed 
by its own rules and codes of conduct, as well 
as being regulated by government for the 
protection of households. The call-loan money 
market, in conjunction with a stock exchange, 
is a system for financing the purchase of stocks 
"on margin." This system involves the pay¬ 
ment of only a fraction of the total purchase 
price by the buyer of the stock and the borrow¬ 
ing of the remainder on call or demand terms. 

Households are only primary lenders. All the 
financial institutions listed above on page 807 
arc firms which try to make a profit out of 
lending households’ savings or their own 
money resources (usually both) to non-financial 
firms. The buying and selling of short-term 
commercial paper (recall page 806 ) among 
financial institutions approaches the organized 
form of market. That is, there are specialist 
traders of such paper in many large com¬ 
munities. 

Firms wishing to obtain loan funds on 
short terms apply to commercial banks or 
other commercial-paper houses. Firms wishing 
to obtain long-term credit usually issue new 
stocks or bonds through investment banks, 
which, after advancing (lending) money to 
firms, sell the securities to the public (often 
first to ''inside," specially favored customers 
at special prices) and obtain "listing” for the 
securities in a stock exchange. 

(iii) Decrees of competition in the markers. Now 
let us look at the loan-fund markets from the 
standpoint of degree of competition. In doing 
so it will be useful to distinguish GO lending 
and borrowing and (£) the different classes of 
lenders and borrowers. 

Lending; selling the services of loan funds. As 
primary lenders to banks, etc., or as buyers of 
long-term securities, households are economic 
atoms; there is pure competition on their side 
of the market. To them the price (the interest 
rate) obtained for the use of their savings is a 
given datum. The banks and other financial 
firms that lend to households or to non-finan¬ 
cial firms are not atoms as a rule; and insofar 
as 'this is true, there are elements of monop¬ 
olistic competition and of oligopoly, depend¬ 
ing on how much their services arc differenti¬ 
ated in the borrowers' minds and depending 
on how much collusion, tacit or otherwise. 


there is among them. The greatest evidence of 
oligopoly has been adduced in the investment¬ 
banking field, with respect to new issues of 
stocks and bonds by corporations. 

The actual buying of previously issued or 
existing stocks and bonds in a stock exchange 
by professional traders is done under conditions 
that closely approach pure competition. 

Borrowing or buying the services of loan funds. 

Household borrowers arc mainly economic 
atoms. The financial institutions that borrow 
are not atomistic. Here too there are elements 
of oligopsony and monopsonistic competition. 
The non-financial firms that borrow arc not 
oligopsonistic; they do not act together in any 
way. But they arc differentiated in the minds 
of the financial firms that lend to them; they 
may receive their loans on custom-built terms. 
Therefore there are elements of monopsonistic 
competition here, for both short- and long-term 
credit. The actual selling of previously issued 
stocks or bonds in a stock exchange is done 
under conditions akin to those of pure com¬ 
petition. 

Selling-buying. In considering both sides of 
the market (lending and borrowing) together, 
we see that there are a great many possible 
combinations. Some degree of bilateral monop¬ 
oly. e.g., when a large firm borrows from a 
large bank, is common. The daily buying and 
selling of existing stocks and bonds in a stock 
exchange, on the other hand, shows conditions 
resembling those of pure competition on each 
side of the market. An important exception to 
this generalization exists, however, whenever 
an "inside operator” "rigs the market for a 
"killing.’’ Here a single trader or group of 
traders has enough money resources to get 
a corner” on (i.e., buy up) a large fraction of 
the total number of shares of one or more 
stocks. He can then influence the stock s price, 
make it rise or fall as he pleases. The general 
public interested in the market comes in, 
hoping to make profits out of the movement of 
the price. They help to push the price in the 
direction in which it was started by the ms.de 
trader. Then the insider "unloads and makes 
very large profits. Such operations have been 

m (c) The Markers for Raw Materials. Next let 
us look at the markets for the fetors (ra 
materials and durable capital goods) in whicn 
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loan funds are embodieJ. Here we have firms 
as sellers and firms as buyers. What is a product 
for one firm is a raw material for another firm 
in the next stage of production, on the way 
from the basic natural resources to the firms 
selling to households. 

We may say at once that with the exception 
of individual-ownership farms and small retail 
establishments, and with the exception of the 
organized commodity markets (such as the 
wheat and cotton exchanges), there is no real 
atomism on either side of the usual American 
factor market. Rather are there elements of 
monopolistic-monopsonistic competition, 
oligopoly-oligopsony, monopoly-monopsony, 
or some combination of these. 

Our attention now will be given to the 
markets having to do with the selling and 
buying of staple agricultural products. Here 
there is in general another close approach to 
the conditions of pure competition. For even 
one product, such as a certain grade of wheat, 
cotton, or tobacco, there are a variety of 
institutional arrangements and a number of 
specialist firms between the farmer-firm and 
the household-consumer. These intermediate, 
specializing firms perform the functions of 
assembling the product; grading it; transport¬ 
ing it; storing it; bearing the risks of product 
deterioration and change of price over time; 
manufacturing it into forms usable by house¬ 
holds; and distributing it to households. (For 
fresh fruits and vegetables there are of course 
no manufacturing operations.) Wheat, for 
example, may be stored on the farmer’s own 
premises or trucked to a local or "country- 
grain (storage) elevator, which may be owned 
by another firm or owned cooperatively by 
the farmer and other farmers. The local elevator 
is usually located on a rail line, which either 
transports the grain to a manufacturing firm 
(.such as a miller or a breakfast-food producer) 
or to a large terminal (storage) elevator-firm 
in some big city. The local elevator firm either 
buys the wheat outright from the farmer or 
acts merely as storage and selling agent for 
w™’ Ac ', he central market, e.g., Chicago or 
Minneapolis, the terminal elevator may also 
own or not own the grain. The local or the 
terminal elevator may enlist the selling services 
ot other middlemen-firms such as commission 
merchants and brokers. Brokers also act as 


buying agents for the millers and cereal 
producers. Between the manufacturers and the 
households there are other middlemen— 
wholesalers, jobbers, and retail stores. 

The main economic purpose or function of 
all market organizational arrangements is to 
bring sellers into contact with buyers. In the 
case of agricultural products this function is 
performed by the central market exchanges and 
auctions. Here, under conditions approaching 
the purely competitive on each side of the 
market, the present ("spot") and the futures' 
prices of the products are determined. 

(d) The Markets for Durable Capital Gooils. 
As already suggested, the markets for durable 
capital goods such as buildings and machinery 
arc anything but purely competitive. They 
frequently, perhaps usually, involve elements 
of bilateral monopoly, especially when the 
goods are custom-made to the order of the 
firm-buyer. 


d. The Price System in the American Economy 

The last main topic to be considered in our 
survey of the general methods of economizing 
is the role of price in organizing the allocation 
and utilization of resources for want-satisfac¬ 
tion. We have seen thus far in our study of the 
American economy that the citizens of this 
democracy believe for the most part in free 
private enterprise, freedom of contract, private- 
ownership of the means of production, and no 
more interference by government than is neces¬ 
sary to prevent serious misallocation and under¬ 
utilization of resources. We saw in our study 
of the hypothetical Atomisian economy that 
the price system was an integral, fundamental 
part of this system of economic-political 
democracy and that this system, under sta¬ 
tionary Atomisian conditions, helped to achieve 
remarkably successful economizing. We saw 
also in our study of Oligopia and Monopia 
that, although the citizens of these economies 
had ,n general the same beliefs as the citizens 
of Atomisia, the technological and economic 
conditions were such that the price systems in 
those economies were prevented from achieving 
On stationary terms) the same results as in 
Atomisia. We saw finally in our study of 
Oictatia and Rulema that, even though the 
political and economic freedoms might be 
absent in greater or less degree, some sort of 
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price system is absolutely essential to the 
successful functioning of any large economy of 
specialization and exchange. 

In view of these things, alreaJy learned and 
not to be forgotten, we need not ask whether a 
price system exists in the United States. Of 
course it does. And it is supposed to attain the 
same results as in Atomisia. Therefore our 
question is, How successfully does it operate? 
This is a question whose answer will be better 
known after we have studied the process and 
the results of economizing in this country. 

2. The General Goals of Economizing 

What do Americans hope to accomplish by 
their economizing? Whose wants do they wish 
to be satisfied how much? That is, how much 
total want-satisfaction do they desire; on what 
principle do they wish it to be composed; and 
how do they wish it to be distributed among 
the households? In our hypothetical economies 
these were relatively easy questions to answer. 
We simply assumed that the citizens of Atom¬ 
isia, and our other countries, had certain 
priorities of want-satisfaction for all house¬ 
holds and desired to obtain the highest total 
amount of satisfaction compatible with avail¬ 
able resources. 

When we come to a real-world economy, we 
find these questions harder to answer. Fre¬ 
quently the citizens are not articulate or clear 
in expressing themselves. Frequently there are 
sharp differences of opinion among them. 
Sometimes the will of the majority is over¬ 
ridden by the will of a well-organized minority. 
Occasionally, when the citizens do succeed in 
being articulate (witness the prohibition 
amendment to the Constitution), they do not 
mean what they say. Often in approaching a 
particular problem they do not perceive the 
alternatives clearly, so that either they do not 
express themselves at all or they produce 
unforeseen, undesirable results. All these 
things make our problem difficult. 

However, from the written evidence (e.g., 
the Constitution, the important unrepcaled 
statutes, and the important unrcpudiated 
executive acts and judicial decisions), and 
from our observations of the behavior of the 
people, we may hazard the following con¬ 
clusions about the general goals of economizing 
in America. 


a. Priorities of Want-Satisfaction 

First, a majority of the citizens believe that 
total want-satisfaction should be distributed 
among households to a large extent in accord¬ 
ance with the principle of market advantage 
based on the productivity of the resources 
owned by each household. This conclusion is 
based on the kind of political-economic 
system to which Americans still adhere— 
private property, free private enterprise, and 
so on. Wage rates vary by skill and scarcity. 
So do returns to capital. Incomes of households 
vary by quality and quantity of resources. 

Second, a majority of the citizens believe to 
a considerable degree in equality of opportunity 
—i.e., an equal chance—to acquire the owner¬ 
ship of productive resources. This conclusion 
is based on the existence of compulsory, 
universal education; of progressive income-tax 
laws; and of ’*sciff” inheritance taxes, which 
limit a household's ability to transmit its re¬ 
source-ownership fully to its successors. 

Third, a majority of the citizens give at least 
lip-service to the belief that a distribution of 
income based on an ownership of resources so 
unequal as to make restriction of output 
advantageous to the owners of the resources 
is socially noxious. The "anti-trust" laws 
against monopolistic restriction afford a basis 
for this conclusion. In saying that most of the 
citizens seem to frown on the restrictive sort of 
market advantage, however, we are on un¬ 
certain ground, for three reasons: ( a) The 
actual enforcement of the anti-trust laws by 
legislature, administrative agencies, and the 
courts has left a great deal to be desired. 
m An ownership of resources so unequal as 
to permit or encourage such restriction 
probably resulted from an adherence to the 
free-privatc-enterprise and laissez-faire metho 
of economizing in a country of rich natural 
resources under the frontier conditions ot the 
nineteenth century. Giving free reign to the 
desire for individual gam through private 
ownership of resources was a potent way o 
opening up a rich new continent. But the most 
aggressive (and often most unscrupulous) 
households obtained most of the resources and 
in many cases passed such ownership on to their 

descendants. Much of our monopohstic restric 

tion today is the result of these original 
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"grabs.” (£) Most Americans seem not to wish 
to endure the logical outcome of free, un¬ 
mitigated competition; namely, no survival 
for unfit firms. Free competition is something 
that is good for the other fellow but not for 
me. But since I as well as the other fellow 
might fail to survive, let us have only "fair" 
competition. In short, there are certain Ameri¬ 
can statutes that encourage a certain amount 
of restriction of output by preventing "unfair" 
competition. And "unfair" does not refer to 
fraud or coercion but to the underbidding of 
more efficient firms. It is more or less a con¬ 
dition of oligopoly imposed by law, and such 
oligopoly is not exactly consistent with the 
intent of the anti-trust laws. These fair- 
competition statutes may be considered to 
represent three things: (1) There is a desire 
to divide up the individual benefits of monopoly 
power among a number of firms rather than to 
concentrate them in the hands of one firm. 
This may be interpreted as a way of making 
the distribution of resource-ownership and 
the distribution of income from the resources 
less unequal. (2) From the standpoint of those 
outside such an industry, however, the 
economic nature and effect of such restriction 
is about the same whether the ownership of 
the industry's resources is in one or a number 
of hands. (3) The group form of monopolistic 
restriction imposed by such laws imposes some 
restraint on free, private enterprise and 
contradicts the laissez-faire principle just as 
much as the government controls involved in 
the anti-monopoly laws. 

We conclude that («a) Americans on the 
whole believe in the unrestricted productivity 
principle of income (satisfaction) distribution 
and in a large amount of equality of oppor¬ 
tunity; but (A) they have not been consistent 
in their pursuit of these goals. 

b. The Allocation of Resources and the Composition 
of Satisfaction 

Almost every American would say that he 
believes the total income of the economy 


should be composed in the way most of the 
households would wish it to be if the true cost 
alternatives of producing the various products 
were presented to the households. In other 
words, the households' resources should be 
allocated among the competing wants so that 
the proportions among the quantities of the 
products arc in accordance with the house¬ 
holds' expressed wishes. But in implementing 
this objective, there is confusion, incon¬ 
sistency, and even failure to recognize the 
objective. We know that economic atomism, 
market knowledge, and mobility of factor 
services are necessary for complete realization 
of the goal of optimum allocation of resources. 
Enough has already been said to indicate that 
there has been no over-all frontal attack on 
the problem. 

c. Full Utilization of Resources 

Ever since the depression and stagnation of 
the thirties and the markedly contrasting 
boom conditions during and after World 
War II, the great majority of Americans have 
been rather acutely aware of the problem of 
achieving full or high-level utilization of 
available economic resources. For this goal 
of full utilization there is a much closer 
approach to unanimity among the citizens 
than for the other objectives reviewed. There 
has been, however, little attempt to define the 
problem precisely for the man in the street; 
little recognition that some definitions mean 
inllation and, therefore, government-imposed 
controls over inllation; and little clarity or 
agreement on the best methods of attaining 
the goal, however glibly it may be stated and * 
described. 

W e have surveyed the American political- 
economy from the standpoint of households* 
wants, technology, resources, and the social 
framework within which the economizing of 
the three economic units—households, firms 
and government-takes place. Let us now turn 
trom the setting for economizing to the actual 
process. 


Part Three • Section B 


39 The Process of Economizing 


A. Introduction 

Within the heterogeneous, dynamic physical 
and social environments described in the 
preceding four chapters, and subject to the 
inborn urges noted in Chapter 2, the human 
beings who comprise the American households, 
firms, and government seek with varying 
intensities and aggressiveness physical sub¬ 
sistence and comfort, power,social recognition, 
security, adventure, and self-expression. In this 
contest the decisions that the households, firms, 
and governmental agencies make are partly 
economic and partly what we may, for want 
of a more appropriate term, call ' political.'' 

We shall approach the economic-political 
decisions of these American economic units 
mainly from the economic point of view. That 
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is, we shall inquire into their economic nature 
and meaning rather than, for example, into 
their psychological or anthropological signifi¬ 
cance. But we shall not avoid recognizing the 
fact that economic maximization is not the 
sole way of attaining power, security, and the 
other goals of human activities. 

In our analysis, moreover, we must also bear 
in mind that the setting described in Chapters 
35-38 is not stationary. It is in continuous, 
uneven flux; it is dynamic. The "basic givens" 
—wants, resources, techniques, and social 
organization—change over time, and the rate 
of change is irregular. This fact importantly 
influences the economic-political decisions of 
households, firms, and governmental agencies, 
for they arc uncertain about the effects of the 
changes. In turn the economic-political de¬ 
cisions of these units have very important 
effects on the basic determinants. The nature 
and direction of secular and cyclical change in 
the "givens” depends in large part on these 
decisions. In short, in real-world America not 
only arc wants, resources, technology, and 
social organization themselves interdependent 
over time; there is also an interdependence 
over time between these determinants and the 
economic-political decisions made in the 
economy. 

Wc shall not have to deal in detail with the 
economizing of our economic units insofar as 
we have already discussed such economizing 
in the studies of our model economies in Part 
Two. Wc shall need in many cases merely to 
refer to appropriate parallels in Atomism, 
Monocompia, Oligopia, and Monopia. I his 
will leave us free to give major attention to the 
economizing of three units that have peculiarly 
American traits: (*) combinations of house¬ 
holds in activities that arc partly monopolistic 
(labor unions); (It) combinations of firms in 
activities that are partly monopolistic or 
monopsonistic; and (c) government. 

Finally, wc shall consider 


the economic 
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process within households, firms, and govern¬ 
ment under two main heads: (1) peace-time 
conditions; and (2) war-time conditions. 

B. Peace-Time Economizing 
1. The Economizing of Households 

In the mixed political economy of the 
United States the households are economic 
atoms in their dynamic economizing over time, 
with three exceptions. Except insofar as 
American households buy products through 
their consumer cooperatives or lend savings 
through their credit unions or sell labor-hours 
through their labor unions, they make their 
economic decisions like the purely competitive 
households in dynamic Monocompia.Oligopia, 
and Monopia. (We leave dynamic Atomisia 
out of this list because American household- 
atoms do not possess the economic knowledge 
and mobility that Atomisian households had.) 
There is thus no need to repeat here an analysis 
of how atomistic American households allocate 
hours between working and not-working 
(except to re-emphasize that a good many 
American households may be influenced, in 
making this decision, by a liking for work for 
its own utility in addition to the utility of 
goods purchasable by the income from the 
work). Nor need we repeat an analysis of how 
atomistic American households allocate money 
resources over time among all sorts of present 
and future goods. We have only to look briefly 
at the way the economizing of American 
households is affected by their collective 
activities; and even here we shall find some 
parallels with latter-day Monopia. 

a. Buying Products through Consumer Cooperatives 

Except in certain localities, a very small 
percentage of American households buys 
products from cooperatives. This might be due 
>n part to ignorance, indifference, or irration¬ 
ality among the households. But it might also 

the result of conscious decisions that the 
products sold by cooperatives are of inferior 
qiulity or that the differences in prices are not 
sufficiently great to provide an appreciable 
increase in the total utility obtainable from the 
expenditure of a given amount of income. Any 

J. dl . erences for 'he products sold by a 
cooperative usually come through the owner¬ 


ship dividend paid periodically by the firm to 
its consumer-owners, rather than through 
market-price differentials. This lack of signifi¬ 
cant market-price differences, plus the lateness 
and uncertainty of the dividend, make buying 
from a cooperative less attractive. 

The households that do buy the ownership 
shares of and patronize a cooperative more or 
less restrict their mobility as shopper-buyers. 
Otherwise their income-allocation decisions 
among goods are based on principles already 
discussed. 

The economic decisions of the cooperative 
organization itself are essentially those of a 
multiple-product business enterprise buying 
factor-service inputs and selling a variety of 
goods. 

b. Unding and Borrowing Savings through Credit 

Unions 

These organizations arc also cooperatively 
owned firms, and they too arc a minor ele¬ 
ment in the economy, mostly because of house¬ 
hold ignorance, indifference, and irrationality. 
Household-owners patronize credit unions 
both as lenders and as borrowers. There can 
be little question, on the basis of the evidence, 
that household-borrowers can, as a rule, 
obtain loans for consumption purposes more 
easily and cheaply from credit unions than 
from any other firm lending to households. 
Household-lenders can also receive at least as 
high a rate of interest here for their savings 
as elsewhere. For the households belonging to 
credit unions, the allocation of money re¬ 
sources between consumption and saving is 
based on the same principles as those previ¬ 
ously discussed. Here too there is the effect of 
lessening the economic mobility of such house¬ 
holds. 
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(1) General Considerations . Labor unions are 

* V s ? e,eraenc in the economic- 

political life of America. Contrary to the 

“ ,atter - da y Monopia, American 
households are not universally organized in 
unions. But, as we saw in Chapter 37, a verv 
large proportion of them are, particularly the 

fiSr ri S s labor to firms in cerca * n 

fields like construction, manufacturing, and 
transportation. Given the economic-political 
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importance of American unionism, then, we 
must learn something of the economic and 
political functioning of the unions. 

In the first place, most households in Amer¬ 
ica, as in Monopia, act as if they were rela¬ 
tively indifferent to their interests as con¬ 
sumers and as if they thought of themselves 
mainly as earners of income. Yet, as for 
Monopia, such a conclusion would be a super¬ 
ficial one. American households are, for all 
their ignorance and irrationality, integrated 
economic units; and what helps them or hurts 
them in selling or exchanging labor for money 
income inevitably helps or hurts them as 
consumers. This fact is by no means unrecog¬ 
nized by the households. It is frequently 
stated that, when labor unions obtain such 
high wage rates from firms that costs and 
product prices are increased, the household- 
members of the unions have hurt themselves 
as consumers; the right hand has taken some¬ 
thing away from the left. This may well be 
true. But it must not be forgotten that there 
are a great many separate unions, each of 
which tries to get as much as possible for its 
own members, with little regard for the mem¬ 
bers of other unions. There is not yet general 
united action among American unions on 
mainly economic matters. It must be re¬ 
membered that any household's consumption 
pattern includes many other products in ad¬ 
dition to the one which its labor union helps 
to produce. Because of these two facts, each 
union may well feel that it can obtain a 
relative advantage for itself and for its mem¬ 
bers; it can increase their incomes by a larger 
percentage than the percentage increase in 
their cost of living which results from raising 
the costs and prices of the firms making the 
particular product or group of products. 
Whether or not this belief is justifiable is a 
matter to be looked into later; our interest 
here has been with the relation of labor unions 
to households as consumers and with the 
belief (as such) of unions about this rela¬ 
tionship. 

Another important general fact about Amer¬ 
ican households' labor unions must be care¬ 
fully noted before we begin our more detailed 
description and analysis: Unions are more than 
cooperative or collective sellers of households 
labor to firms. The economic function is in¬ 


deed very important; perhaps it is the chief 
function. But the other functions of American 
unionism must never be minimized; for they 
are often so important that they significantly 
modify or even negate the purely economic 
function. Unionism as a whole is a movement or 
a cause. What does ‘‘movement” mean? Let us 
try to think of other "movements.” Religious 
movements such as Protestantism and political 
movements such as women's suffrage and the 
prohibition of alcoholic drinks come to mind. 

“Movements” imply "causes”; people believe 
strongly in some idea or group of ideas and 
try to proselytize "converts.” What is there 
about unionism that makes it in part a move¬ 
ment? It is the struggle of the ordinary house¬ 
hold—in a society in which the household as 
an economic-political atom has lost relative 
economic and political status—to regain and 
improve its economic, political, and social 
status. The rapid advance of technology fol¬ 
lowing the industrial revolution, combined 
with the individualistic and laissez-faire politi¬ 
cal philosophy of the times and with the 
closing of the frontier, operated to deprive 
the ordinary household of a large measure of 
the economic-political freedom and security 
that it previously possessed. It no longer 
owned or controlled its hours of work, its 
pace of work, its tools, its other working 
conditions, or the products of its labor. The 
household's workers became “hands” instead 
of persons. The fatigue and monotony of auto¬ 
matic or semi-automatic machine production, 
plus the increasing size of firms (which substi¬ 
tuted the frequently arbitrary, despotic, and 
unilateral decisions of narrow-minded lore- 
men for the personal, bilateral relationships 
that commonly had existed between small, 
individual firm-owners and workers) were ad¬ 
ditional conditions depriving the worker o 
free self-expression. In short, the workers ot 
ordinary households felt themselves floating 
down the social-economic stream without 
a paddle. So in an effort to regain and even 
better their positions in a changed wor d 
they tried to organize unions. These eltorts 
met with great opposition from £**** 

ployers and their sympathizers including 

many persons who had power in the leg.sla 
tive, executive, and judicial branches 0 S 
ernment, particularly the )ud.c,al. Small 
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wonder, then, that unionism—based on the 
powerful conditions that operated as strong 
obstacles to finding an outlet for the house¬ 
holds’ wants and drives—came to be a ''move¬ 
ment" in which its adherents believed with 
almost religious ardor. 

We do not mean to idealize the past. Nor do 
we wish to lend support to the view that, 
under the conditions resulting from the tech¬ 
nological and other changes since the eigh¬ 
teenth century, the lot of the mass of house¬ 
holds became worse than before, either in an 
absolute or a relative sense. As suggested in 
our surveys of Chapters 33-34, with the ap¬ 
pearance of substantial economic surpluses 
before the revolutions," most households en¬ 
joyed little more than subsistence planes of 
living; and compared to their ruling classes, 
they were relatively very poorly off. These 
households might well have longed to form 
unions and espouse a labor movement. But the 
political, idealogical, and technological con¬ 
ditions of their times prevented such organiza¬ 
tion. After 1800, however, these circumstances 
changed and made unionism possible. The 
revolutions reviewed in Chapter 34—ideologi¬ 
cal, technological, etc.—led to the congrega¬ 
tion of workers in cities and to a belief in free¬ 
dom, including freedom to organize. Desire 
for self-organization gradually came to be 
matched by ability. 

Ideally, at least, a labor union can mean the 
following major things to its household 
members: (*) It is a way of selling labor-hours 
more advantageously so as to increase money 
and real income and, thereby, total want- 
satisfaction. (£) It is a way of making income 
ucurt because the union usually succeeds in 
preventing arbitrary loss of job and earning 
power and because the union usually succeeds 
m improving the non-wage conditions under 
which income is earned, (c) It is a way of en- 
larging and securing the want-satisfaction of 
its household members in still other ways. 
A union often provides such "welfare" items 

sickness benefits, old-age benefits, unem- 
Ppy™ n ' benefits, and recreational facilities. 

^ ; It is a day-to-day, close-to-horae medium 
»or the practice of democracy. Free self-ex¬ 
pression in relation with the supreme govern¬ 
ment, in relations with employer-firms, and 
,n the ,nte mal affairs of the union organiza¬ 


tion, may be provided for its members through 
the union. When a union really obtains a large 
measure of these things for the households 
that have organized and supported it, the 
households believe that the relatively small 
amount of individual freedom which they 
gave up or invested (when they subjected them¬ 
selves to collective control and discipline) has 
paid large dividends. They have won a recog¬ 
nized, relatively high social-economic status. 

A third general fact to be noted about 
American unionism is its short-run outlook 
and its emphasis on pragmatism and ex¬ 
pediency. One might expect unionism, as 
a movement, to be importantly concerned 
with long-range objectives and planning, such 
as the replacement of the private ownership of 
capital by socialism or state ownership. But 
after a few stabs at Utopia in the nineteenth 
century, American unionism has focused al¬ 
most entirely on the attainment of immediate 
or short-run goals within the framework of 
the existing social-economic system. In fact 
it has come to be characterized as "job-con¬ 
scious" or "business" unionism. It is mainly 
conservative and not revolutionary. It has had 
no basic guiding philosophy or ideology. It 
has adopted a trial-and-error, primarily op¬ 
portunistic approach, taking what it could 
get while the getting was good, by whatever 
method seemed best suited to the particular 
circumstances, and discarding any tactic or 
policy that did not "work" in terms of the 
immediate objective. In short, most of Ameri¬ 
can organized labor seems to believe in the 

private-enterprise system. 

Fourth, the general method of attaining 
whatever short-run objectives there may be 
is that of collective action. Collective action in¬ 
volves the replacement of individual economic 
weakness by group power in dealing with 
firm-buyers of labor-hours. If the firm or the 
group of firms has raonopsonistic or oligopson- 
lstic strength on the buying side of the market 
collective action on the labor side removes 
from the firms' side the ability to sec the price 
of labor (within limits, of course) by uni¬ 
lateral, take-it-or-leave-ic decision. It substi- 
tutes a degree of monopolistic for atomistic 
selling. Collective action means two closely 

the P° wer to strik <> i.e., to 
Withhold che household members' labor from 
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the firm entirely; and (£) the determination of 
the wage rate and the other terras of employ¬ 
ment through a process of negotiation with 
the firms known as collective bargaining, the 
end product of which is a written collective 
agreement or contract. 

We shall look briefly at union functions 
here under headings that correspond roughly 
to the four benefits listed in the third last 
paragraph. (We dealt with the structural 
facets of unionism in our discussion of the 
setting.') We must constantly bear in mind, 
however, that this classification is merely for 
convenience in discussion. In real life each of 
these functions and its related policies is in¬ 
extricably bound to the other functions and 
policies. 

(2) Economic Aspects of Iuibor Unionism. In 
discussing the economic aspects of American 
unionism we shall consider first some relations 
of individual households to unions; and second, 
the economizing of the unions themselves. 
Of necessity we can indicate here only the 
main points of interest. 

(a) Individual Households in Relation to 
Unions. In viewing household decisions in 
relation to unions we may deal first with the 
decision on whether or not to join a union, and 
second with the decisions made as a member 
of a union. 

(i) Deciding whether or not to join a union. In 
America a particular household is, in principle 
at least, free to join or not to join the union 
or unions that are connected with the kinds of 
work done by the members of the household. 
Sometimes household-members are coerced by 
a firm or by a union itself into joining the 
union; in such a case the household has little 
choice. Sometimes also a household-member 
who wishes to join a particular union is 
coerced by a firm or by the union itself into 
not joining; here too there is no freedom of 
choice for the person. Much of this coercion, 
however, is now forbidden by law. Our con¬ 
cern here is therefore with the household- 
member who has considerable freedom to 
decide whether or not to join a union. 

The individual household may be thought 
of as weighing the costs of joining and belong¬ 
ing to a union against the benefits (utilities) of 
membership. These costs and utilities may be 
considered bv him in total or in marginal 


terms and may be viewed from the narrow, 
pecuniary standpoint or from a much broader 
standpoint. In pecuniary terras a free rational 
household will join a union only if the dis¬ 
counted marginal utility of an estimated in¬ 
crease in money income obtained through 
joining is equal to the marginal cost of paying 
an initiation fee, weekly or monthly dues, and 
possible special assessments to the union. 
From the broader standpoint there is still the 
balancing of utility with cost. But here the 
utilities include all the advantages mentioned 
in our general discussion plus some others not 
mentioned, such as the advantage of not being 
ostracized by fellow workers. In other words, 
very much more than mere wage income is in¬ 
volved. And the costs include non-pecuniary 
items also, e.g., the giving up of leisure or 
recreation time in attending union meetings 
and the possible displeasure of the firm-em¬ 
ployer. 

(ii) Economic decisions within the union. Let 
us now consider a given household as a union 
member. Here, as in Monopia, the household 
has a voice and a vote on policies with respect 
to wage rates, work periods, and various other 
terms of union employment. As explained in 
our analysis of Monopian unionism, each 
household's preferences between leisure (net¬ 
working) and working for income and between 
other alternatives influence its votes on desired 
programs in union policy-meetings. Once the 
vote has been taken, the preferences of the 
majority (sometimes of the minority, when 
intra-union democracy is stultified) prevail, 
and the individual householder is bound there¬ 
by so long as the policies endure or so long as 
he is a union member. 

(b) The Economic Policies of American Unions. 
We must now shift our point of view and look 
at the union as an entity. A union is more 
than an aggregation of individual household 
members. It is a separate economic organism 
and it has economic-political relations with 
both of the basic economic units-households 
and firms. It stands between them. The uoio 
is not a kind of firm; it cannot be thought of 
as buying inputs of factor services even chough 
it is to be considered a seller of a P roduc 
(labor) to "regular" firms. But it * an eco¬ 
nomic unit. And if so, it must be faced wKh 
some sort of "demand function and it mus 
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possess some sort of "supply function." It 
must also be trying to maximize something. 
Let us see if we can discover what these things 
are for a union. 

(i) The maximisation goals. As a functioning 
entity, a given American union may be said 
to be trying to maximize whatever is wanted 
by the person or persons within the union who 
hold the power that the organization possesses. 
If the union is democratically operated and 
respects the wishes of all the members as well 
as those of the majority, we may say that, in 
the broadest terms, the union tries to maximize 
the economic ami political want-satisfaction 
of the whole membership. If it is controlled 
by one clique, among two or more opposing 
factions or even in the absence of any organ¬ 
ized opposition, the union may well be trying 
to maximize mainly the want-satisfaction of 
the preferred group, with only enough con¬ 
sideration of the others to keep them from 
gaining control of the union. In some cases 
the union may be in the grasp of a dictator, in 
which event the union may be operated 
mainly for his want-satisfaction. 

Leaving out the non-pccuniary sources of 
want-satisfaction, let us try to state the maxi¬ 
mization goals in economic terms. In real-life 
America we may usefully distinguish three 
main sets of circumstances within a particular 
union and, thereby, three different goals of 
economic maximization. If the union is oper¬ 
ated in a reasonably democratic fashion and 
is not torn by factionalism, we may say that, 
in dealing with a given employer or group of 
employers, it tries to make the real income 
(including leisure) of all the members as a 
group as high per year as possible. This ob¬ 
jective is much the same as in latter-day 
Monopia. If, however, the union bargaining 
committee represents a particular clique with¬ 
in the union, it may or may not try to attain 
the above goal for all the members. A great 
deal depends on how secure the officers or the 
members of the bargaining committee feel 
about the loyalty of the members of their 
own faction and vis-a-vis the members of the 
opposing faction. If the committee feels that 
lt . can disregard the wishes of the other fac- 
tl0n , 11 raa y 'ey to maximize the money in- 
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that its group wants. For example, the op¬ 
posing faction may favor both vacations with 
pay and a sickness-benefit plan but, if "trad¬ 
ing" has to be done in dealing with the em¬ 
ployer, may favor holding out for the latter 
and giving up the former. The committee’s 
clique may have an opposite preference. Then 
in negotiating with the employer the com¬ 
mittee will hold out for vacations with pay 
and give up sickness benefits, if necessary. If the 
committee were interested in the whole mem¬ 
bership, it might hold out for both items. 

A third real-life situation is the one in 
which the union (almost always a local unit) 
is in the control of a business agent who is 
a plain-and-simplc (possibly fancy) racketeer. 
Such an official is personally in a very strategic, 
monopolistic position. He has power over the 
firms (a) because of various technological and 
economic conditions which (as in motion pic¬ 
ture operation and the building construction 
industry) give the union itself great strength; 
and (h) because of certain restrictive practices, 
to be noted below, which greatly increase the 
union's power. Such conditions enable the 
business agent to extort money from the firm 
under threat of a strike or of acts of violence 
to the firm and its owners. The agent also has 
power over the union members because they 
depend on him for jobs, particularly the better 
jobs. He is thus in a position to extort "special 
assessments" and "job money" from them. 
The aim of a union in the hands of a rack¬ 
eteer is to maximize the "take" of the rack¬ 
eteer. 

In the strictly economic sense, then, the 
union s objective is to maximize the eco¬ 
nomic want-satisfaction of whatever group or 
person holds power (which may be all the 
members); and to do so by maximizing the 
real income, including leisure, of this group for 
a certain period, such as a week or year. 
In these genera! terms the goal seems identical 
with that of a single non-union household. 
But the fact that the union is an entity sepa¬ 
rate from any household gives special meaning 
to our statement above, as we shall see. 

Now the income per period of any household 
or group of households is chiefly a function of 
depends on) the wage rate per hour times the 
number of hours worked in the period. There¬ 
fore the two mam elements of union economic 
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policy are the wage rate policy and the hours- 
of-work policy. Because space is limited, we 
shall concentrate here on the wage rate, as¬ 
suming that the firm with which the union 
deals is free to vary the length of the work 
periods. 

The question then is. What wage rate per 
hour will the union attempt to obtain from 
a given firm or group of firms in order to 
maximize the utility of the power-group 
within the union? This is the wage rate that 
the union officials have in mind when they 
go to the bargaining table with the employer. 
This rate must not be confused either with the 
'asking price," used for bargaining purposes, 
or with the lower, no-strike rate that we dis¬ 
cussed for Monopia. 

In order to approach an answer to this 
question we may profitably distinguish sta¬ 
tionary from dynamic conditions. And because 
any single union in America is almost always 
concerned solely with its own industry and 
with its own selfish interests rather than with 
the economy as a whole, our analysis here 
will be "partial" rather than 'general" 
throughout. 

(ii) The stationary analysis. Disregarding 
first, then, the influence of secular and cyclical 
conditions, we may begin answering the previ¬ 
ously raised question with the following gen¬ 
eral statement: The union officials who have 
been elected or who have appointed themselves 
as the bargaining committee for the union 
members in dealing with the firm or the in¬ 
dustry on the question of the wage rate or 
wage-rate level to be included in the next 
collective agreement will try to obtain a rate 
that holds members in the union and perhaps 
(where there is competition with rival unions 
or with non-unionists) adds new members to 
the union. Such a rate means that the union 
provides a measure of want-satisfaction suf¬ 
ficient to retain or attract the loyalty of the 
rank-and-file members. It means, in conjunc¬ 
tion with the number of hours worked, that 
00 there is not a significant amount of un¬ 
employment (involuntary leisure) created by 
raising the firm’s cost curves too far in relation 
to the demand for the firm's product; (£) there 
is a sufficient amount of voluntary, desired 
leisure for the members; and (c) the rate 
multiplied by the available, voluntarily of¬ 


fered work-hours provides money incomes that 
in turn, when spent on products, yield enough 
want-satisfaction to cause the workers to 
consider the union the best alternative in 
selling their labor-hours. 

For a more precise analysis we may profit¬ 
ably turn back to the apparatus developed in 
Chapter 28 for latter-day Monopia. If the 
union officials are to accomplish the general 
results just stated, they must have pretty ac¬ 
curate notions about (*) the nature of the 
members' indifference curves and the nature of 
the "supply" curve of members' labor-hours 
through the union to the firm or industry; 
and (£) the nature of the firm’s or industry’s 
indifference curves and of the firm’s or in¬ 
dustry's "demand" curve for the labor-hours 
offered through the union (recall Charts 108- 
110 ). 

It would of course be a great mistake for 
any one to believe that these things are known 
with precision to the union bargainers (or for 
that matter to the employing group). Their 
ideas may be, and probably are, rather vague 
and hazy. Their guesses about the "supply" 
and "demand" conditions may depart signifi¬ 
cantly from the objective facts. Their estimates 
may also differ seriously from the employer’s 
—so seriously sometimes, that there is no 
basis for compromise, and a deadlock (strike 
or lockout) results. Nevertheless, every union 
bargaining committee in real-life America 
does behave as if it had some calculations on 
these matters. We may therefore proceed with 
confidence in our discussion. 

We recall from our diagrams of Chapter 28 
that to the union the item measured on the 
Y axis is wage income gained, and the item on 
the X axis represents leisure-hours given up. 
To the employer the X axis measures labor- 
hours gained and the Y axis represents wage 
payments given up. 

The union "supply" curve is a locus of 
tangcncies of straight wage-rate lines with 
(the union officials' estimates of the positions 
and slopes of) the members' group indifference 
curves. This curve shows the union s guess 
about how many leisure-hours will be given 
up for different amounts of money income. 
In other words, the curve is a reciprocal de¬ 
mand (supply-demand) curve for the em¬ 
ployer's "product," wage income, and it 
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shows what the union thinks it has to offer in 
exchange for this product. 

The union officers' estimate of the em¬ 
ployer's "demand" curve is also a reciprocal 
demand curve. It is a locus of tangencies of 
various possible straight wage-rate lines with 
the union’s guesses about the positions and 
slopes of the employers' indifference curves. 
In other words, this curve shows the union's 
estimate of how many wage dollars the firm or 
industry is willing to give up for different 
quantities of labor-hours. If the union officials 
have any economic wisdom, they will be 
aware that the firm's willingness to hire labor 
in exchange for wage payments depends on the 
technology of production (substitutability be¬ 
tween labor and other factor services), the 
elasticity of demand for the product, and the 
elasticity of supply of other factor services 
(recall Chapter 17). 

From Chapter 28 we remember that, when 
only the wage rate (rather than the wage rate 
plus employment) is bargained, the settlement 
locus shows the alternatives open to the two 
sides. The wage rate line will have to cross 
somewhere through the settlement locus— 
from point E, where the two reciprocal de¬ 
mand curves intersect, to the points on these 
curves tangent respectively to an indifference 
curve of the other bargainer. That part of the 
union "supply" curve above point E is not 
relevant to the bargain; but it is useful to show 
the excess supply of labor (unemployment) 
that will result from any wage rate to the left 
off. That part of the employer's demand curve 
to the right of E is also irrelevant to the 
bargain; but it docs serve to show the excess 
demand for labor for any wage rate below 
point E . 

Now, in trying to maximize the want-satis¬ 
faction of the union members who "count,” 
the union officials try to bargain a wage rate 
W ‘H reach the highest possible union 
indifference curve—as at point R in Chart 110, 
with wage rate W c . Buc at point R, as the 
chart is drawn, employment is much less than 
jit point £, where the wage rate W B would be 

argained. There is in fact, in terms of labor 

ours offered through the union, an excess 
supply (unemployment) amounting to the 
horizontal distance between points R and T. 
oo much unemployment is not too healthy for 


the economic and political security of the 
union officials. It may well be that there are 
union unemployment benefit funds, contrib¬ 
uted by employed union members, from which 
unemployed hours can be compensated. Or 
there may be a government system of unem¬ 
ployment benefits which relieves the union of 
most of the burden of compensating for un¬ 
employment among the membership. But 
substantial unemployment is nothing to be 
comfortable about, and it would be to the ad¬ 
vantage of the officials if it could be minimized. 

So the question arises, What kind of union 
"supply” curve and of employer "demand” 
curve would be best for the union? The best 
union "supply" curve would be one derived 
from indifference curves of such position and 
slope that the portion of the "supply" curve 
above point E would be vertical, or better 
still, would bend back "negatively" toward 
the Y axis. Such a condition would indicate 
that 0») as weekly income rose, fewer labor 
hours would be offered (fewer leisure-hours 
given up); and (£) the excess labor supply for 
wage rates higher than W n would be much 
less than for the "supply" curve shown in 
Chart 110. In general terms, the greater the 
inelasticity of the supply of labor hours at 
the higher wage rates, the better it is for the 
union as it tries to raise the wage rate. 

As to the kind of employer's "demand" 
curve best for the union, wc must understand 
something about measuring the elasticities of 
this curve. The question is. What happens to 
the firm's total expenditure on labor when the 
price of labor rises or falls? A study of the 
"demand" curve in Chart 110 shows that, for 
a given rise in wage rates, the higher the wage 
rate line is above the X axis, the greater the 
fall in the total wage payments measured on 
the Y axis. We know from Chapter 12 that 
demand is elastic when total expenditure falls 
following a price increase. Therefore the "de¬ 
mand curve in the chart becomes increasingly 
elastic to the left of E. Although not shown 
on the chart, a point on the "demand" curve 
at its top or horizontal part would be one of 
unit-elasticity; here a small wage rate increase 
would not change total wage payments. And 
if the curve were falling downward from left 
to right, these points would be inelastic- a 
price increase would be followed by a rise 
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in total expenditure. Here the decline in employ¬ 
ment due to a wage-rate increase would be 
smaller than under the unit-elastic or elastic 
condition. 

Thus, in trying to raise wage rates, it is to 
the union s advantage that the employer's 
demand for labor-hours be as inelastic as pos¬ 
sible. As we know from Chapter 17, this 
demand is the less elastic, the less elastic is 
the demand for the product, the less elastic the 
supply of other factor services, and the smaller 
the elasticity of substitution between labor 
and other factor services. 

So much for the elasticities favorable to the 
union. The positions of the ' supply" and 
"demand" curves are just as important. The 
smaller the supply of labor-hours at all wage 
incomes—i.e., the farther to the left the union 
"supply" curve is—the higher the wage rate 
and utility obtainable for the unionists, other 
things equal. The better the technology and 
the higher the demand for the employer's 
product—i.e., the farther above the X axis the 
firm’s "demand" curve is—the higher also is 
the utility that the union may obtain. 

Examples of these things from the American 
economy are plentiful, although it is unusual 
to find a given union favored by a combination 
of all the above circumstances. Given a condi¬ 
tion of full employment, we find wage rates 
and incomes relatively high for the United 
Steel Workers and the United Automobile 
Workers (both C.l.O.) because, in large part, 
the technologies of those industries are so 
relatively advanced that the "demand" curves 
for labor are high. Coal-mining labor is at 
present highly paid mainly because of the 
relatively inelastic supply curve of labor in 
relation to the relatively inelastic demand 
for the product. The unions in the building 
trades and in transportation are in much the 
same position. 

Union leaders in many cases are not willing 
to take the situations of their unions as they 
find them. That is, union officials and their 
memberships frequently adopt certain policies 
designed to create one or more of the favorable 
conditions of elasticity and position outlined 
.,Lovc. The remainder of our stationary dis¬ 
cussion is accordingly devoted to a brief review 

of such policies. ,, 

Measures affecting union "supply curies. AS 


already suggested, the policies adopted by 
unions in respect to their own supply-demand 
or reciprocal demand curves have to do with 
either making them less elastic or pivoting 
them leftward in a diagram like Chart 110. 
In other words, in considering union measures 
dealing with "supply," we must distinguish 
those focusing on the position of the curve 
from those dealing mainly with elasticity. It 
will become apparent that some of these 
"supply" measures are used effectively only in 
conjunction with certain "demand" measures. 

Some unions—mainly the "exclusive” craft 
and amalgamated craft unions in the A.F.L., 
e.g., in the building trades—keep the positions 
of their "supply curves" leftward by restrict¬ 
ing their memberships in various ways. They 
have high initiation fees; high dues; constitu¬ 
tional provisions excluding, say, women work¬ 
ers; ritualistic or other "unwritten" provisions 
excluding colored or other workers; and limi¬ 
tations on the number of apprentices in relation 
to the number of journeymen. But these pro¬ 
visions restrict only the numbers of persons 
available through the union. There arc other 
measures which have an equivalent effect. 
One is to limit the length of daily and weekly 
work periods and to obtain various fixed 
holidays and vacations. Another is the kind 
of provision which restricts output. For ex¬ 
ample, if a union bricklayer could without 
strain lay 50 percent more bricks per period 
than the union rules permit him to, the union 
has in effect managed to reduce the number of 
membership labor-hours by one third. These 
last measures constitute a permanent, regular 
•slow-down" of production, such as most 
C.l.O. unions are able to accomplish only oc¬ 
casionally, when they try to bring pressure for 
the settlement of grievances. 

The C.l.O. unions as a rule are able to 
utilize only the hours-limitation measure. 
This is because the other policies mentioned in 
this section are effective only when employed 
in conjunction with certain conditions influenc¬ 
ing the demand for labor, mentioned below. 
Most important among the demand conditions 
is the extent to which substitute factor serv¬ 
ices—mainly machinery or non-union labor 

are available to the employer. If substitutes 

are not available, the employer s ^mand for 
the union's labor tends to be relatively scry 
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inelastic. The union is in a highly strategic 
bargaining position. If for any reason the em¬ 
ployer is unable to use substitutes, the union 
can limit its labor supply, i.e., shift leftward 
its "supply” curve, without fear that the ex¬ 
cluded workers will be a competitive threat 
or that the firm will introduce labor-saving 
machinery. The C.I.O. unions in general are 
less able to control the supply of substitute 
factors than are most of the A.F. of L. Unions. 

So much for the position of the union curve. 
The above measures, when effective, also tend 
to decrease its elasticity; they tend to reduce 
the change in quantity of hours offered follow¬ 
ing a change in the wage rate. They do this by 
developing a loyalty to the union among the 
favored few who are members of the exclusive 
"dubs.” But there are still other ways of 
decreasing elasticity; and these are used more 
by C.I.O. than A.F. of L. unions, partly be¬ 
cause the former are much less able to be 
"exclusive." All these other measures, which 
may be classified under the heading of welfare, 
are designed to hold the loyalties of union 
members. A well-rounded welfare program 
aims to fill most of the members' needs other 
than the purely economic ones. Among the 
measures arc unemployment benefits; old age 
benefits; sickness benefits; low-cost medical 
care; vacation facilities; housing; many dif¬ 
ferent recreational, educational, and "social" 
features; union newspapers and periodicals; 
credit unions; and consumer cooperatives. 

Measures affecting employers' " demand" curies. 
We stated above that a union's situation was 
better the higher the position and the lower 
the elasticity of the employer's reciprocal 
demand curve. What does smart union leader¬ 
ship do to raise and "dc-clasticize" this curve? 
(We say "smart" because in the past many 
union officials have lacked the knowledge or 
imagination to adopt some of the policies.) 

Some of the union policies affect both the 
position and the elasticity of the firm’s "de¬ 
mand curve for labor. Consider first the 
measures dealing with the demand for the 
irm s product. A union may try to get the 
,. f m to att *ch a "union label" to the product 
(it the product is sold directly to households) 
an then may try to get union-ininded house- 

olds to buy only union-label products. It 
^ oontribute money out of its treasury to 


the firm’s advertisement of the product, or it 
may finance an advertising campaign of its 
own. All such measures tend ( a ) to shift the 
product-demand curve rightward, thus raising 
the price of a given output; and (£) to decrease 
its elasticity. To the extent that these two 
changes occur, the employer’s labor "de¬ 
mand" curve shifts upward and becomes less 
clastic. Moreover, in cases where the firm sells 
its product to a monopsonist or to a group of 
oligopsonists and seems to get the worst of 
the product-price bargain, the union may 
assist the employer in his negotiations with 
such buyers, thus adding to his bargaining 
strength and skill. Still another way of in¬ 
fluencing the price of and the elasticity of 
demand for the product (and thereby the posi¬ 
tion and elasticity of the demand for labor) is 
for the union to discourage price competition 
among the various firms with which it deals. 
In other words, the union tries to promote 
monopoly or oligopoly among the firms selling 
the product in order that the product-demand 
curves and thereby the labor "demand" curves 
may become less clastic. Conspicuous examples 
of this tactic exist in the building-construction 
industry, where the unions have used their 
political influence to obtain city ordinances 
making it difficult for new firms to enter the 
industry. 

Second, when we come to technology, we 
find that the union is in a difficult position on 
policy. If it encourages the firm to improve its 
technical efficiency by means of various in¬ 
novations (both new machines and new meth¬ 
ods of combining labor and machines), the 
"demand" curve for labor may indeed tend to 
shift up to a higher position and enable the 
firm to pay higher wage rates for a given 
input. But many of these innovations arc labor- 
saving; savings embodied in new forms are 
substituted for labor in the productive process, 
thus throwing some of the union members 
(sometimes a great many of them) out of 
work. In other words, the third determinant 
of the elasticity of the firm’s labor "demand" 
curve-—the elasticity of the supply of substi¬ 
tute factor services—is involved here too. 
lhe more elastic the supply of a substitute 
factor service, the more clastic the firm’s 
demand for labor; and this is not good for the 
union. Consequently the union may be torn 
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between giving encouragement to innovations 
and opposing their introduction. The policy of 
encouraging innovations tends to raise the 
‘ demand" curve for labor, but this effect is a 
long-run one; it takes time to work out. 
Furthermore, it may never "work out" favor¬ 
ably for the particular union: Innovations are 
good for labor as a whole, but may well be 
permanently harmful to the union directly 
affected. The policy of opposing innovations 
tends to make any labor "demand" curve less 
elastic; and the effect is immediate. This policy 
may well be effective from the union’s "par¬ 
tial" point of view. Consequently many unions 
in the past have adopted the second. 

A union can do very little about making the 
supply of savings or the supply of new ma¬ 
chines less elastic to the employer in the 
markets for these factors. Therefore it has to 
bargain directly with the firm on the innova¬ 
tions. At one time unions refused to let their 
members work with new machines and even 
in some cases tried to destroy the machines by 
violent action But, finding that technological 
advance could not be stemmed by such methods 
(because the firms often succeeded in substitut¬ 
ing non-union, less skilled workers for the 
unionists), they abandoned them and tried to 
get employers to introduce the innovations 
gradually so that the displacement of labor in 
particular plants would not be so sweeping or 
abrupt. Unions have also attempted to force 
(and often succeeded in forcing) employers to 
use more men than might be needed after a 
given technological change. Following the 
advent of various kinds of "canned" music, 
the musicians' union managed to get radio¬ 
broadcasting and other firms to hire and pay 
for "stand-by” musicians, even though the 
latter did no work. The printing unions re¬ 
quired adherence to the "dead-horse rule, 
whereunder the mats for stereotypes and 
electrotypes for advertisements had to be 
made anew in each separate shop printing the 
"ads." The locomotive firemen and engineers 
demanded extra men on the new, more power¬ 
ful Diesel locomotives which displaced steam. 
And so on. (These are examples of unions' so- 
called "featherbedding” practices.) 

Still another technological problem of 
competition which threatened union standards 
and thereby in effect allowed the entrance of 


substitute labor was incentive wage rates (some¬ 
times popularly known as "piece rates"). 
Firms compensate employees either by a rate 
of pay per unit of time (per hour or per week 
or per month) or by a rate per unit of output 
produced. The first method of wage payment 
is often designated as time rares, the second as 
incentive rates. Time rates have the advantages 
of simplicity and ease of computation. Incen¬ 
tive rates have the advantage of stimulating 
workers to produce more output per unit of 
time, because earnings vary directly with 
output. 

For a long time unions in general strenuously 
opposed the use of incentive rates. This attitude 
was based on unfavorable experience with 
many firms. Firms would introduce incentive 
rates in a haphazard, unscientific way, basing 
the rates on past ("lazy") production records 
of employees, making no effort to study jobs in 
order to learn how much output a "stimulated 
employee could actually produce, and making 
no attempt in general to improve managerial 
efficiency (e g., not trying to insure a steady 
flow of materials to a piece-worker). Under 
these conditions incentive earnings of em¬ 
ployees became very high but erratic. There¬ 
upon firms would cut the rates, and the em¬ 
ployees would have to work very much harder 
to attain the previous high incomes. Small 
wonder that bitterness developed against the 
system. And this attitude came to be applied 
irrationally to the soundly conceived and 
well-operated plans as well as to the poor 


In more recent years, however, unions have 
levelopcd a more rational approach. They 
till oppose incentive rates if the system of 
vage payment is too complicated for employees 
o understand, if the units of output are not 
:asily or precisely measurable, if the conditions 
lescribed above exist, or if the union has no 
roice in the determination of the output stand- 
ir ds and the rates. If these things are suitably 
lisposed of, unions are usually acquiescent, 
rhey may even actively favor incentive rates 
mder conditions which, with an hourly rate 
,f pay, make it possible for a firm to speed up 
he operations and obtain more and more ou - 
,ut for the same hourly rate of pay. Thus 
he textile industry the speed of the spindles 
md the looms may be gradually increased, an 
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unless the workers are on incentive rates, they 
may receive no increase in income when output 
rises. 

With respect to incentive rates and other 
less spectacular kinds of innovations unions 
have sometimes adopted policies known as 
union-management cooperation , under which, in 
return for certain guarantees of more steady 
and secure employment by the firm, they 
agreed to help discover ways of preventing 
waste and lowering costs. It is noteworthy 
that most cases of union-management cooper¬ 
ation have existed with firms which for one 
reason or another were at a competitive disad¬ 
vantage in the product market. 

Third, non-union labor is another possible 
substitute to the firm. If a firm can hire non- 
unionists as well as union members, then 
from the union’s standpoint, the non-unionists 
are a substitute factor of production. It is thus 
to the union s interest to make the supply 
curve of such workers as inelastic as possible 
and, in fact, to remove this substitute service 
entirely from the picture. The union, in short, 
tries to get firms to agree to hire only union 
men, thus eliminating the competition of 
non-unionists. 

Various kinds of arrangements on this matter 
have been worked out with firms. One of the 
first things the union tries to do is to get the 
firm to hire new employees only through the 
union. There are three variants in America of 
the arrangements that unions have managed to 
bargain out of firms with respect to hiring 
only union members: the closed shop, the 
union shop, and the preferential shop. Under 
a dosed shop the firms agree to hire no employ¬ 
ees who are not already members of the union. 
This kind of “shop” was illegal under the 
Taft-Hartley (Labor Management Relations 
Act) of 1947, but indications were that, in 
spite of the prohibition, closed-shop arrange¬ 
ments were still in effect, through various 
’ dodges," in many labor markets, the reason 
being that most of the firms which had previ¬ 
ously had such shops were unwilling to incur 
the displeasure of the unions by trying to 
obey the law. Wherever and whenever in 
effect, the closed shop has usually been as¬ 
sociated with the unions which, because of 
the peculiar strategic economic and technolog- 
»cal conditions already referred to, have had 


the employer at their mercy. Under the union 
shop , a worker docs not have to belong to the 
union to obtain a job with a firm. But he docs 
have to join the union, within a given period 
of time such as two weeks, after he takes the 
job. There is thus a lesser degree of control by 
the union, but the difference is not great. 
This kind of shop was legal under the Taft- 
Hartley Act, provided that a majority of 
a firm's workers who were subject to the 
union's jurisdictional claims voted for it in 
an election held by the (federal) National 
Labor Relations Board. Under the preferential 
shop the firm agrees to hire union members 
rather than non-union applicants provided the 
firm thinks the union is able to furnish workers 
of the desired qualifications. In case of lay-offs 
the firm agrees to dismiss non-unionists first. 
This kind of shop has always been lawful. 

Still another union policy has to do with 
the actual or potential substitution of women 
and other "sub-standard" workers (Negroes, 
immigrants) for male white workers. Some- 
unions—the "exclusive" kind—have managed 
to prevent such competition by obtaining a 
closed shop from employers and then by for¬ 
bidding union membership to these workers. 
Other unions, less strategically situated vis-a- 
vis their employers, have adopted the principle 
of "equal pay for equal work." A cardinal 
principle of American union wage policy has 
been to demand that workers, regardless of 
sex, age, race, and (sometimes) even geo¬ 
graphic location, receive identical hourly rates 
or incentive rates for doing identical work. 
Clearly this policy stems from the fundamental 
desire of a union to eliminate the competition 
among employees which works to the ad¬ 
vantage of firms. 

Unions have come to call wage rate dif¬ 
ferentials for a given job "inequities" or 
"inequalities." This is a terra that embraces 
much more than the wage rate differences 
found for the "sub-standard" workers just 
mentioned. Unions believe strongly that wage- 
rate inequities arc, in the absence of compelling 
justification, unfair, and they believe that most 
alleged justifications are not compelling. Two 
main kinds of inequities may be distinguished: 
Of) those existing among workers within a 
given firm or plant (usually called intra-plant 
inequities); and (£) those existing among 
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workers as among different plants ( [inter-plant 
inequities). With respect to intra-plant inequi¬ 
ties, the unions have demanJed that, in col¬ 
laboration with the union, a firm should study 
its jobs and evaluate them, so as to establish 
equitable wage-rate differentials among jobs 
having different contents and a uniform rate 
for jobs having identical or similar contents. 
With respect to inter-plant inequities, unions 
often try to get firms in the same labor market 
to pay identical rates for identical or similar 
jobs unless, as in coal mining, the conditions 
under which the job is performed (e.g., be¬ 
cause of the existence of a thick seam of coal 
in one mine and a thin seam in a neighboring 
mine) are so different as to justify the con¬ 
clusion that jobs which are superficially identi¬ 
cal are actually different. 

Firms having similar jobs but located in 
different labor markets, sometimes widely 
separated, are also asked to pay identical 
rates unless there are other cost differences 
(such as large differences in transportation 
costs, marketing costs, power costs, taxes, or 
raw material costs) which seem to make wage 
differences desirable. 

The fact that unions do not always demand 
the abolition of wage rate differentials among 
firms located in different labor markets points 
to a common, fundamental policy of equaliz¬ 
ing competitive costs among the firms. Since 
a given union has members in these separate 
plants and wishes all these members to have 
jobs in order to retain their loyalties to the 
union, it follows that the union wishes all the 
firms to stay in business. It is thus an impor¬ 
tant element of union wage policy to try to 
make all the firms’ average total costs about 
the same. Sometimes this objective is to be 
attained, at least within the same labor market, 
by the removal of inter-plant inequities. This 
policy benefits the union also because it 00 
removes a sense of injustice among the em¬ 
ployees in the low-wage firms; and (b) stimu¬ 


lates the low-wage firms to become more 
efficiently managed in order to be able to pay 
the higher rates (i.e., they are led to try to 
raise their labor ‘ demand" curves). But at 
other times important non-labor-cost inequal¬ 
ities persist and are often recognized by the 
allowance of wage-rate inequalities. In such 
cases the principle of removing way-rate in¬ 
equities usually yields to the principle of 
maintaining employment equities, i.e., not caus¬ 
ing unemployment of union members in low- 
rate plants. 

The problem of whether to try to remove 
inter-plant inequities raises the companion 
problem of whether it is advantageous for a 
given union to bargain with each firm sepa¬ 
rately or with all firms as a group. This is the 
frequently mentioned problem of individual- 
firm versus "industry-wide" bargaining. Some¬ 
times the union finds it advantageous to pick 
off one firm after another, using the conces¬ 
sions won previously in a given firm as lever¬ 
age in trying to wrest concessions from the 
firm not yet "signed up.” In other cases the 
union prefers to bargain with the whole group 
of firms at one time. Individual-firm bargain¬ 
ing is usually preferred during the early stages 
of a drive to organize the workers of a given 
group of linns. Later, if and when the drive 
has been successful and all or most of the firms 
have "recognized" the union, the desire to 
equalize competitive conditions among the 
firms and the greater economy of one over-all 
bargaining session usually leads to a demand 
for industry-wide dealings. 

These then are the main measures employed 
by American unions to raise employers’ recip¬ 
rocal-demand curves, to decrease the elastici¬ 
ties of these curves, or to do both. For those 
readers who might wish to have a discussion 
of these union policies based on their effects on 

the two items just mentioned rather than on 

the measures themselves, the following sum¬ 
mary outline may be useful: 
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Union Measures Affecting Employer Demand ior Union Lador 
(Partial, stationary, analysis) 

A. Measures Having to Jo with Raising the Whole Labor "Demand" Curve 

1. Measures for shifting the product-demand curve to the right 

a. Union label campaigns ...... . 

b. Financing, in part or in whole, sales promotion campaigns in behalf of employer s 

product 

c. Assisting employer in bargaining product price with purchasing lirras 

d. Promoting oligopoly or monopoly among firms selling product 

2. Measures for improving employer's technique of production 

Union-management cooperation in 

a. Developing equitable incentive wage-rate systems 

b. Improving machines and management methods 

B. Measures Having to Do with Making Labor "Demand " Curve Less Elastic 

1. Measures for making less elastic the demand curve for employer's product 

a. Union label campaigns 

b. Financing, in part or in whole, sales promotion campaigns in behalf of employer's 
product 

c. Assisting employer in bargaining product price with purchasing firms 

d. Promoting oligopoly or monopoly among firms selling product 

2. Measures for making less elastic the supply curves of substitute or competing factor services 

a. Opposition to incentive wage-rate systems, improved machinery, and improved man¬ 
agement methods 

b. Demand for closed, union, or preferential shop 

c. Elimination of wage-rate inequities 

(iii) Union wage policies in secular and cyclical shares of such gains. Note that this objective 
settings. The general attitude of " no-reduct tons.” is basically a real income one. 

The above analyses of how a union decides With respect to cyclical fluctuations, unions' 
what wage rate it wants and of union economic policies and activities have been a major reason 
policies aimed at obtaining a satisfaction- for the ‘downward rigidity" of wage rates in 
maximizing wage rate disregarded the element depression periods. That is, unions have stoutly 
of change over time; they were "static" and, to a large extent, successfully opposed 

analyses. In real life, however, American reductions in basic wage rates at the beginning 

unions function under conditions of economic of and during downswings in economic 

progress and cyclical fluctuations. Therefore activity, i.e., in periods of declining demand 

we must concern ourselves briefly with union for products and for labor. The reasons: (*») 

wage policies as they are affected by these Unions are always struggling to raise money 

wage rates, and the struggles are hard. They 

From the secular standpoint, we may note hate to see years of effort go for naught, 

that organized labor has for thirty years held necessitating their starting all over again when 

to the view that wage rates should rise pro- the upswing begins. (*)The basic money wage 

portionately with the increases in (average rate is, to a union and its members, the major 

Jp-oss) labor productivity made possible by measure of achievement. More than anything 

capital formation and technological advance, else, the level of this rate shows how successful 

in other words, American labor unions have the union has been. Depress ion-time conces- 

msisted on a "fair" share of the increased real sions are more readily made in other elements 

income that accompanies economic progress. of the bargains with firms, (r) The unions are 

,£7c n ° C , . ? Wner$ ° f OCher P roduc - uncertain about future economic movements 

factors to obtain disproportionately large and prefer to take a chance on an improvement 
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in business. They can never be sure, either, that 
yielding to a demanJ for a wage cut will not 
encourage firms to expect and ask for further 
cuts. ( J) Most unions believe that a wage-rate 
reduction will, if general enough, reduce 
'purchasing power ’ and thereby lower the 
demand curve for labor in a firm or industry. 

If the employer s ‘■demand'’ curve for labor 
stayed put, a wage-rate reduction would result 
in an increase in employment for all points to 
the left of E (Chart 110) because of the move¬ 
ment rightward on the curve. But if the whole 
curve shifts downward because of a decrease in 
the demand for the firm's product, there may 
be no net increase in the firm's input of labor; 
there may even be a net decrease in employ¬ 
ment. (Let the student work out this matter 
with suitable diagrams.) 

During the upswings of business cycles, when 
the demand for a firm's product is shifting 
rightward and the firm's "demand" curve for 
labor is therefore moving upward, unions 
abandon all thoughts of wage rigidity. Having 
more or less successfully resisted the firms' 
efforts to move wage rates downward with 
certain product prices during the downswing, 
their task is now to have firms increase wage 
rates at least as rapidly and as much as other 
prices rise. 

Thus we see that unions' cyclical wage 
policies aim at holding or increasing the real 
wage rate of members. We sec also that the 
secular goal of a proportionate share in the 
increase of total real income through economic 
progress is pursued in a cyclical setting. 

Demands for guaranteed annual wage-income. 
Unions in the United States are well aware of 
the fact that, whether or not there arc wage- 
rate cuts, there are reductions in employment 
during a cyclical downswing in economic 
activity. Since 1944 an element of union wage 
policy that has assumed considerable impor¬ 
tance has been the demand for annual wage 
incomes rather than for particular hourly wage 
rates. Unions faced with the problem of 
retaining members during depression periods, 
when union membership has always declined 
because of the unions’ inability to insure 
adequate job-income for all members, have 
sought to remedy this condition for a signifi¬ 
cant fraction of their memberships by asking 
the firms they deal with to pay annual amounts 


to such members, whether or not there is work 
actually to be done by them. 

We shall not make an economic analysis of 
such proposals here. Such an analysis is given 
later (Chapter 43) because of the importance 
of the proposals to the economy as a whole. It 
is enough to note here that (a) the gist of the 
proposed guaranteed annual wage plan (which 
is in actual operation in a few companies 
producing consumption goods) is that a firm 
pay to a certain number of employees who have 
a certain period of service with the firm a 
certain number of weeks' income (e.g., 36, 
40, or 48) whether or not these employees 
actually are given that much work to do; and 
(£) the analysis, especially under the partial 
approach, involves the contract-curve prin¬ 
ciples of Chart 112 in Chapter 28. 

(3) Non-Economic and Political Aspects of 
American Unionism. The above economic 
analysis in part describes many of the policies 
and measures of American unions. But at the 
beginning of our discussion we emphasized 
that unionism as a whole does not exist merely 
as a cooperative organization for the selling of 
households' labor-hours. It is a "movement 
having broad social and political significance 
as well. Therefore we find unions frequently 
making decisions that from the purely economic 
standpoint might seem ill-considered and 
irrational. It is our purpose now very briefly 
(*) to indicate what some of the non-cconomic 
considerations are; and (A) to describe some of 
the political aims and methods of American 
unionism It should be clearly understood that 
our discussion here inevitably has economic 
aspects; the point is, however, that more than 
purely economic elements are involved—much 


a) Non-Income Goals and Methods. In what 
pects is a union much more than a coopera- 
e marketing association? First, it is or it can 
a whole way of life for its members From 
J through a so-called "progressive kind of 
ion a household can obtain, through the 
•viously mentioned "welfare activities, a 
»ree of satisfaction for most of its wants, 
addition to obtaining money income throug 
union, a household may find in that organ- 
tion most of the ways of using its monc> 
ome plus satisfaction for non-pecumary 
nts. The household may buy many presen 
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consumption goods at a union cooperative 
store, and it may deposit its savings in or 
borrow some one else’s savings from a union 
bank or a union credit co-op. It may find a 
variety of recreational facilities in the union 
hall or “temple.'' It may take adult-education 
courses there. It may obtain medical and dental 
care there. It may take its vacation at a union 
summer camp. Mother and father may retire 
to a union "old peoples' home" upon super¬ 
annuation or may continue to live at home on 
a union pension. And so on. 

Second, an American union, as a social and 
political institution, has on its hands a struggle 
for survival, status or security, and power. 
Many of its decisions, for example, on whether 
to accept a wage-rate cut or to demand (and 
perhaps strike for) a wage-rate increase are 
based on the primary need for survival rather 
than merely on the desire to maximize mem¬ 
bers' incomes. The questions of survival, status 
and power-accumulation have been particu¬ 
larly acute in the United States, as already 
indicated, for three reasons: (1) The com¬ 
parative indifference of the typical American 
household until the middle 'thirties has given 
unions a continuing organizational problem. 
It has been hard to get workers into unions and 
to keep them in. Many members still show 
marked apathy about the conduct of union 
affairs. As a result, numerous decisions on wage 
rates and other matters have to be made with 
an eye on how the loyalties of existing and 
potential members will be affected. Many a 
wage-rate demand and strike on a firm has been 
mainly an organizational device. (2) Since the 
middle 'thirties the American labor movement 
has been shot through with rival unionism, 
particularly between A.F.L. and C.I.O. unions. 
The competition for members between these 
groups goes on almost continuously. Even after 
a given union has signed a collective agreement 
with a firm, the rival union often tries to 
proselytize the first union's members. All this 
has undoubtedly resulted in an accelerated rate 
of accessions for each side as former non-union 
workers have been “converted." But it has 
also made each side much more insecure and 
has intensified the drive for survival. Many a 
union decision has been based almost wholly 
on the need to fight off inroads by its rival. For 
many unions the short run has become even 


shorter because of such competition. (3) Until 
the late thirties the bulk of employer strength 
was effectively pitted against unionization. 
Only the old craft unions of the A.F.L. had 
relative security. This fact also tempered all 
union decisions on wage rates and other 
matters. The securing of "recognition" from 
firms was a primary objective. 

Third, in bargaining with a firm or group of 
firms, the union (as well as the firm) presents a 
whole list of demands, only some of which have 
directly to do with members’ incomes. There 
are requests for seniority plans of promotions 
(promotions based on length of service), for 
procedures of settling individual members' 
grievances, and other chiefly non-income mat¬ 
ters. During the bargaining process one or 
more demands (including one or more items 
having to do directly with wage income) may 
be given up in return for the granting of one 
or more other demands (including non-income 
demands). This trading process makes it 
unlikely that it will get a satisfaction- 
maximizing wage rate. 

Fourth, factionalism and racketeering within 
a given union may lead to decisions that depart 
seriously from the objective of maximizing 
the utility of all or even a portion of a union's 
members. 

Fifth, unions may try to achieve survival, 
status, and power in and through government, 
by methods to be noted below. Political power 
is not only a way of obtaining and consolidat¬ 
ing economic benefits. It is also an end in itself. 
Consequently this objective may at times 
swerve a union or group of unions from other, 
mainly economic goals. 

(b) Political Aims and Methods. In thinking 
about the political activities of unions the 
first question is, Do unions wish to obtain 
status and power through government? If the 
answer to this question is affirmative, a further 
question arises: By what methods shall political 
power be sought? 

Before the 1929-33 depression and before the 
rise of the C.I.O., the answer to the first 
question would have been mainly negative. 
That is, although the A.F.L. did try to 
influence government for certain purposes, its 
main reliance was on direct economic action 
vis-a-vis employers. The Federation, as a matter 
of fact, still holds chiefly to this view. But the 
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depression weakened its position considerably. 
Before 1932, the A.F.L. tried to influence the 
passing, administration, and interpretation of 
legislation (local, state or national) in only 
two main fields: (1) laws (c.g., minimum wage 
legislation and exclusion of immigrants) pro¬ 
tecting unionists from the competition of 
groups that were hard to enlist or were not 
wanted as members (e g., women and child 
workers and immigrants); (2) laws restricting 
the ability of courts or other government 
agencies to block union organizational activi¬ 
ties. After the depression had demonstrated 
the inadequacy of the unions' own out-of-work 
and old-age benefits plans, the A.F.L. finally 
came to support government action in the 
field of social security. On the other hand, the 
C.I.O., having been born out of conditions of 
government interference in labor relations (the 
National Labor Relations Act of 1935) and 
being composed of leaders whose general 
political outlook is farther "left" than that of 
most A.F.L. officials, has always advocated 
working through government as well as in the 
industrial field. 

The answer to the second question has been 
quite clear for most of America's history: Work 
through existing political parties and agencies 
rather than form your own political party and 
government. Decades ago a few attempts like 
the 1948 Wallace effort were made to create 


labor or farmer-labor parties. But for various 
reasons none came close to achieving success 
on a national scale. The existing Republican 
and Democratic parties have always claimed 
to represent all strata in the society and have 
always managed to keep the allegiance of most 
of the voters by virtue of voters’ inertia, by 
use of their we 11-organized "machines (it is 
a difficult and expensive thing to build a 
political organization), and by "stealing 
most of the platform or program of the third 
party." So the American labor movement, 
opportunistic as it usually is, has tried to 
achieve its specific political objectives through 
the existing parties. 

The methods used may b*-. -cfly listed here. 
(1) The unions' legislative programs are 
developed at the conventions and at officers 
meetings of the federations. These meetings 
are held at times when the publicity about the 
adopted programs would be expected to exert 


most influence on the Republican and Demo¬ 
cratic legislators or candidates for election. 
(2) Candidates are asked to declare themselves 
on each point of labor's program. (3) The 
candidates that seem to promise the greater 
amount of support for these points are recom¬ 
mended to the households which belong to 
unions. (4) When the Congress or the state or 
local legislature meets, a record is kept of each 
legislator's vote on labor legislation. These 
records are studied when the legislators come 
up for reelection, and every effort is made to 
reward "labor's friends” and punish "labor’s 
enemies." (5) Through "lobbying," pressure 
is put upon legislators to vote for labor's bills. 
(6) When a given bill—whether '"pro-labor"' 
or "anti-labor"—becomes law, pressure is 
continuously applied to the heads of the 
government agency that has been created to 
administer the law, in order to obtain pro- 
labor action. 

The Taft-Hartlcy Act of 1947 placed certain 
restrictions (reviewed in a later chapter) on 
unions' use of these political methods. 

(4) Summary and Conclusions. A labor union 
of American households in a given craft or 
industry is an integrated economic-political 
unit whose goal is in the broadest sense the 
maximization of the economic-political want- 
satisfaction of that portion of the membership 
whose well-being is considered weighty to 
the existing leadership. Unions arc very 
important to household-members because 
unions have become potent vehicles for pro¬ 
viding outlets for all the basic human drives. 
Because of their importance in this respect, 
the first objective of unionism (which may be 
thought of as subsumed under the general goal 
of maximizing the over-all want-satisfaction 
of the membership) is that of self-preservation 
or survival in the face of other, potentially 
hostile economic-political units, such as firms 
and firms' associations (including farmers 
organizations) and government. The second 
objective subsumed under the general goal is 
that of increasing the economic-political power 
of unionism. 

Viewed internally, un.ons may be thought 

of in terms of membership, leadershtp. or both. 
To stay in power the leadership must deliver 
a sufficient amount of want-sat.sfactionto the 
membership. But how much .s suffic.ent 
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known only vaguely to both members and 
officers. As we have seen, officers can develop 
intra-union political machines which opposing 
factions find it very hard to displace. In the end, 
however (just as in any nation) the leaders 
must be able to point to enough victories or 
they will fall from power. 

Viewed as an aggregate of economic-political 
units in the economy as a whole, unionism in 
American democratic society may be thought 
of as an "island" of power to which is attached 
a considerable amount of sovereignty. Unions 
may be considered as being engaged in a 
struggle for supreme economic-political power 
with other agglomerations of power and 
sovereignty—the organizations of farmers and 
of other firms. Given the right and the desira¬ 
bility of these power-dusters to exist in 
American free society, the problem of the 
society as a whole is to maintain a state of 
balance among them. How this problem is to 
be approached will be discussed in a later 
chapter. 

We have said that American unionism is 
opportunistic and that it employs short-term 
tactics based on trial and error. Although, in 
view of the need for survival and the drive for 
power, the opportunism is much less irrational 
than might be thought, it does appear that, as 
is usually true within any democracy, there is 
more short-run opportunism than is necessary 
for the attainment of survival or power and 
for the preservation of democracy itself. There 
has been a failure to recognize clearly («/) the 
possible long-run results of certain policies and 
(A) the alternatives among which the energies 
and resources of unionism may be allocated. 
For example, consider the case when unions 
sec, as during the thirties, the culmination of 
a long period of secular economic progress 
resulting from capital accumulation and tech¬ 
nological advance and resulting in large in¬ 
creases in the economy's total real net income. 
So they fashion a "social wage policy” anJ 
demand large wage-rate increases. Now these 
demands are defensible if they do not make the 
real-wage-rate percentage of increase higher 
than the economy-wide increase in labor’s 
marginal productivity. But if unions are strong 
enough to raise the real wage rate substan¬ 
tially above this point, the long-run result may 
well be a slowing-down of the upward trend in 


total real income; firms may well be discour¬ 
aged from investing in more capital and in 
research for technological improvements be¬ 
cause the wage rate has been shifted consider¬ 
ably above labor’s A1RP curve and the firms 
may be losing money in spite of a possible 
upward shift of the AfRP curve due to an in¬ 
crease in quantities of products demanded. In 
this case we find that the pursuit of a stated 
wage-rate objective may, if not carried out 
rationally, have an unfortunate long-term 
result which lessens the possible want-satisfac¬ 
tion of the whole society, including that of 
labor itself. We find here also a failure to 
recognize that, after a certain point has been 
reached, large percentages of money wage- 
rates increase and high average real incomes 
arc substitute goods rather than comple¬ 
mentary ones. The cost of having very high 
nominal wage rates may be the giving up of 
real income. Unions often fail to sec that these 
two things may be alternative. 

As another example of the failure to recog¬ 
nize long-term elTccts and alternatives, con¬ 
sider the case when the unions, as in the 
thirties, see another problem—chronic mass 
unemployment—and fashion a joint policy of 
higher money wage rates and shorter work 
periods to meet the problem. Shorter work 
periods per worker may indeed be an effective 
way of dividing the total number of available 
hours of work among a given number of union 
members, provided that the hourly wage rate 
is not increased at the same time. If under an 
existing work-week of 40 hours there were un¬ 
employment among 100 unionists amounting 
to twenty per cent, then a twenty per cent 
reduction of the work-week to 32 hours would 
provide a job for each member; 3200 hours 
would have been worked previously by 80 
men, and 3200 hours would now be worked by 
100 men. With no change in money wage rates, 
there would be no cost increase for the firm 
(assuming all work-hours to be equally ef¬ 
ficient). But unions almost always want higher 
wage rates aloo- with shorter work periods, 
so that the f cly incomes of employed 
members will not be reduced. Here too, then, 
a cost increase is involved for firms; and, if the 
cost increase outweighs any possible increase in 
product-demand, there may be smaller labor 
inputs. In such a case the union’s aim will not 
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have been realized because of a failure to 
recognize its cost alternatives. 

The above case assumed some unemploy¬ 
ment to exist among union members. It should 
be understood, however, that unions' demands 
for shorter work periods are not confined to 
periods of unemployment. Then insofar as full 
employment already exists, a shortening of 
work periods, unless accompanied by at least 
a compensating increase in capital accumula¬ 
tion or technological advance or by a shift in 
worker preferences toward leisure, will reduce 
the total want-satisfaction obtainable from 
goods other than leisure. 

If unions wish to achieve social esteem 
beyond that accorded to economic units (in¬ 


cluding firms) which restrict output and lessen 
total want-satisfaction, it would be to their 
advantage to take a longer view in many 
cases and to try to recognize more plainly 
what their real alternatives are within the 
existing framework of social organization, 
which for the most part they accept. That is 
to say, as aggregates that have received a 
grant of power from society, unions should 
accept a degree of social responsibility 
commensurate with such power. They arc 
obligated, it would appear, to forego concen¬ 
trating solely or even mainly on partial, short- 
run objectives and to participate in broad 
policy-making for the welfare of the economy 
as a whole. 



Part Three ■ Section B 



The Process of Economizing (continued) 


B. Peace-Time Economizing (i Continued ) 

2. The Economizing of American Firms 
a. Introduction 

As we saw in our discussion of the setting 
for economizing, American firms sell products 
and buy factor services under a variety of 
market conditions, ranging from markets that 
closely approach pure competition to markets 
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involving a close approach co pure monopoly. 
We also recall that many firms buy factors 
from and sell products to other firms and that, 
in order better to secure profits, most firms are 
multi-product firms. 

It is the purpose of the present discussion 
not to repeat our economic analyses of Chapters 
14 to 28 (which showed in detail how firms 
try to make profit-maximizing decisions under 
conditions of pure competition, monopolis- 
tic-monopsonistic competition, oligopoly-oli¬ 
gopsony, and monopoly-monopsony) but to 
notice briefly how firms function under the 
economic-political circumstances existing in 
the United States. We shall consider first the 
economic aspects of American firms’ decisions 
and then the political aspects. In doing this 
we shall find it desirable to distinguish in¬ 
dividual firms from groups of firms. 

In general, it must be borne in mind that 
whether an American firm is so small as to be 
almost identical with a household (e.g., a 
small farm or a delicatessen shop) or is a huge 
corporation, it is an economic-political unit 
that not only organizes productive operations 
(i.e., combines factor services to make one or 
more products) but also serves as an agency or 
vehicle whereby human beings find some ex¬ 
pression for their basic drives—physical want- 
satisfaction, self-expression, security, power, 
adventure, and social recognition. It thus 
must be thought of not only as an economic 
unit but also as a political and social institu¬ 
tion. 

This fact leads us straight to the question, 
What is it that an American firm tries to max¬ 
imize? Is it merely the money profits of its 
owners, as we have thus far assumed, or is it 
something more? We shall find the general 
answer to these questions practically identical 
with the answer we found for that other im¬ 
portant economic political unit, the American 
union: From the standpoint of decision-making 
the firm may be thought of more in terms of 
the officers who control the firm than in terms 
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of all the owners. True, the officers must in the 
last analysis "deliver" for at least a majority 
of the owners. But for so long as they are in 
power—and, just as within a union, there are 
numerous methods of retaining power—the 
officer-controllers are the firm. Then the an¬ 
swer to our question must be: From the eco¬ 
nomic point of view the firm tries to maximize 
the incomes (normal plus abnormal profits, 
as we have defined these terras) of those owners 
who are considered important by and to the 
firm's officers. From the broader standpoint 
the goal may be said to be the maximization 
of the over-all want-satisfaction (i.e., the 
satisfaction of all the basic urges) of those 
owners who are considered important by and 
to the officers. As in the case of unions, the 
owners who are considered important may be 
all the owners or a favored portion of the 
owners (including in some instances only a 
mere handful on the board of directors). 

b. Economic As peers of firms' Operations 

(1) How Do Firms Try to Maximize Propts? 
We learned earlier that in a dynamic society 
this objective involves the equating of dis¬ 
counted marginal costs with discounted mar¬ 
ginal revenues over time, i.e., for various 
periods of planned production. The first ques¬ 
tion we have to answer here, then, is this: Do 
American firms equate MC' s and MR’s when 
they try to maximize profits? We have no 
space here to give this matter the attention it 
might deserve. The following very brief sum¬ 
mary will have to suffice. 

Economists are continuously making ap¬ 
praisals of the adequacy of the assumptions 
and reasoning which constitutes the frame¬ 
work of modern economic theory. This is 
a highly proper use of the scientific method. 
A number have in recent years challenged the 
marginal approach. They have declared that 
the formula MR = MC does not give a valid 
description and explanation of the basis on 
which English and American firms make their 
economic decisions. On the basis of empirical 
studies, and on the basis of analyses of these 
various critics, 1 we may offer the following 
conclusions: (a) Firms' officers do not use the 

• For an excellent .ue-arciclc discussion, wich reference* 
to che studies and Co other analyses see Friu; Machlup. 
"Marginal Analysis and Empirical Research. American 
Economic Review, September. 1946- 


language of the economists in thinking and 
speaking about price-output decisions. Very 
few business men have ever even heard about 
marginal revenue” and “marginal cost." The 
smallness of the number of firms' officers who 
have heard of these terms may be said to be 
equaled only by the smallness of the number 
of household members who have heard of in¬ 
difference curves and outlay curves. (£) Firms' 
officers do not calculate marginal costs and 
marginal revenues precisely any more than 
households calculate marginal rates of psycho¬ 
logical substitution and marginal rates of out¬ 
lay substitution precisely, (c) To say that 
these concepts are not known and that their 
magnitudes are not exactly calculated is not to 
say that firms (and households) do not behave 
as if they knew them and calculated them. 
When American households allocate their 
resources among alternative wants, they do 
act as if they used the indifference-outlay curve 
techniques for maximizing utility, however 
crudely and inaccurately. When American 
firms make price-output decisions and price- 
input decisions, they do act as if they used the 
marginal concepts and principles of profit- 
maximization, however faultily. Their meth¬ 
ods may be called by other names and may in 
fact be different. But the results are essentially 
similar. If a physicist were to study the motion 
and techniques of baseball pitchers and bat¬ 
ters, he would call them by names different 
from those used by the players. He would also 
discover principles of operation which arc 
only dimly and vaguely known to the players 
but which are practiced expertly all the same. 
The physicist would, for example, explain 
the path of a curve ball (say the Feller Special) 
precisely in terms of such variables as the 
horsepower in the pitcher's right arm, the 
distance from box to plate, the amount of air 
resistance, and the spin of the ball. His ex¬ 
planation of the physical essence of the jx:r- 
formance might well, if shown to the pitcher, 
throw the latter into convulsions. But it 
would nevertheless be an exact and accurate 
analysis; it would have explained scientifi¬ 
cally what the pitcher does by guess and ap¬ 
proximation. And the explanation might well 
in the end help the pitcher to throw a better 
curve ball. The economist tries to perform 
a similar scientific function for the decisions 
of economic units such as firms. He gets to the 
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heart of the rulc-of-thumb, day-to-day oper¬ 
ations of the American businessman. (</) The 
marginal approach tries to explain how 
changes in the determinants of equilibrium 
affect the decisions of firms. These decisions 
are human decisions and subject to human 
mistakes. The decision-maker may be swayed 
by prejudice, may have too few objective data, 
may interpret the data wrongly. All that the 
marginal approach does is this: It says. Given 
adequate data, this is the decision that would 
be made by a knowing, rational business man. 
(0 Furthermore, if the maximization goal is 
considered to be something more than just 
(abnormal) money profits, the marginal ap¬ 
proach may be adapted to such a broader 
objective. This is especially true because in 
the last analysis even the decision on money 
profits is a subjective one; to introduce ad¬ 
ditional subjectivity such as that involved in 
the desire of a corporation president to use his 
office as a stepping stone to becoming a 
United States Senator docs not change the 
basic principle of a subjective weighing (by 
the president) of marginal ' cost" against 
marginal "revenue." (/) The ranges of price, 
output, and input relevant to the calculations 
of a firm in real life arc considerably narrower 
than those shown in the diagrams used in 
this book. Actually the marginal cost curve is 
approximately flat over most of its relevant 
length, except at the right, where the plant is 
being operated close to "full capacity." In 
other words, except for capacity operations 
there is little change in variable cost per unit 
of output; the AVC curve is also flat over 
most of its relevant length. Under these condi¬ 
tions many firms determine the product-price 
at various outputs by a method which seems to 
relate price to average total cost and yet which, 
upon analysis, yields price decisions that may 
be similar to those obtained by the MR = 
MC method. The average" method is to add 
to average variable cost a certain percentage 
of that cost (say 25 percent) for overhead or 
fixed cost plus profit in order to arrive at the 
product-price to be charged. Higher percent¬ 
age additions are made for very high outputs. 5 
This rulc-of-thurab method is much easier and 
quicker to apply than the MR = MC method. 


\For a detailed explanation and example of this meth. 
consult Lone Tarshis. Tit Eltmtntt of Economiti, Houeht 
Mifflin Co., Boston, 1947, Chapter 17. 8 


But if it makes for much the same price-output 
decisions as the marginal method proper, it 
cannot validly be concluded that it is solely an 
"average" method and that marginalism does 
not at all govern the firm's decisions. The fact 
that higher percentages of overhead and profits 
are added to average variable costs for very 
high outputs suggests that consideration is 
given to the rise in marginal costs for such 
outputs. The fact that a constant percentage is 
added for ordinary outputs may be taken to 
reflect the horizontality of the MC curve for 
such outputs, (g) Perhaps the greatest obstacle 
to the use of the AIR — MC method of maxi¬ 
mizing profits in real world America is a 
firm’s inability to know much about the de¬ 
mand curve for its product. Obviously a firm 
can not calculate AfR's if it does not know the 
/IR's. In the real world, where the determinants 
of the whole demand curve are almost con¬ 
stantly changing, previous price-quantity rec¬ 
ords, i.e., the records of sales at various 
pr«>Juct prices for previous months, may be 
of little help in estimating the current AR 
curve. Nevertheless, many firms do use statisti¬ 
cal techniques aimed at estimating their de¬ 
mand curves by giving full consideration to 
variations among the determinants. (A) In 
general, firms do not "accept additional busi¬ 
ness" (i.e., do not decide to fill additional 
orders) unless the additional receipts, broadly 
conceived, cover the costs of producing the 
additional output. This is essentially the mar¬ 
ginal approach. Suppose, for example, that 
a manufacturer who produces a seasonally used 
group of products such as garden implements 
is considering whether to add another line of 
products that would be used in the winter, 
>uch as skates and ski equipment, in order to 
keep his machines and labor more fully oc¬ 
cupied. However roughly, he will balance the 
expected additional revenue (including savings 
in the use of existing labor and plant) against 
the expected additional out-of-pocket ex¬ 
penses. In other words he will try to equate 
AIR's with MC's. 

Thus we conclude that to a significant de¬ 
gree a large number of American firms' deci¬ 
sion makers try to obtain their economic 
maximization objectives by the same fun¬ 
damental methods as those described and 
analyzed for dynamic Atomisia, dynamic 
Monocompia, dynamic Oligopia, and dynamic 
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Monopia. An American farmer will operate 
pretty much like an Atomisian firm; a small 
independent retail store like a Monocompian 
firm; a large manufacturer like an Oligopian 
firm; and a public utility will operate pretty 
much like a Monopian firm. Since this is so, 
we shall not have to repeat our purely eco¬ 
nomic analyses here. In the remainder of our 
discussion we shall focus on the actually used 
measures whereby the firms try to maximize 
the incomes of those owners who are con¬ 
sidered important by the firms' decision¬ 
makers. 

(2) Individual Finns' Methods. We know 
that in any market situation (purely competi¬ 
tive, monopolistically-monopsonistically com¬ 
petitive, etc.) an individual firms' equilibrium 
point of profit-maximization is determined by 
the position and elasticity of the demand curve 
for its product in relation to the position and 
elasticities of its cost curves. From the stand¬ 
point of the input of a given factor service, the 
equilibrium position depends on the position 
and elasticity of the factor-service supply 
curve in relation to the positions and elastici¬ 
ties of the revenue-product curves. As a result 
of the efforts to obtain satisfaction of the basic 
human drives, firms’ decision-makers always 
wish to be able to control the positions and 
elasticities of these curves. Sometimes they are 
unable to exert much control because of the 
conditions of the markets; this is true of pure- 
competition markets. But always firms would 
like to exert control. 

Because input equilibria are integrated with 
output equilibria and are just another way of 
looking at the determinants of the equilibria, 
we shall confine our attention here to the 
output-equilibrium approach. 

(a) Methods of Influencing the Position and 
Elasticity of the Product-Demand Curve. We may 
say in general that, wherever possible, an 
American firm tries to achieve some degree of 
monopoly. This means, as we know, that in 
whatever market its product is sold, the firm 
tries to eliminate the competition of any other 
firms' products that might be close substitutes 
for its own. It also means that the firm tries to 
become big in relation to the market; that is, 
it tries its best to shift its own AR curve to the 
right. Further, the firm tries to make the AR 
curve as inelastic as possible for prices higher 


than the price it is now receiving for its prod¬ 
uct; the less elastic this portion of the AR 
curve, the smaller the percentage decrease in 
the quantity bought by households when the 
firm raises the price by a given percentage. 
(If the firm should wish to expand output, it 
would like its demand curve to be very elastic 
for points below the present price.) 

What are the various possible measures that 
have been used by individual American firms 
(and are still used if not prohibited by law or 
if not discovered by the administrators of 
anti-monopoly laws) to achieve these results? 
(1) Firms do their best to differentiate their 
products in the minds of household-buyers. 
American firms are probably the world's most 
ardent product-differentiators. As we saw in 
our detailed analysis of Monocompia, product 
differentiation involves both the variation of 
the physical make-up and appearance of the 
product and the advertising and selling of it. 
Our analysis of these elements need not be 
repeated here. (2) Firms try to patent their 
products or the technology of making them. 
Patents, when granted by the federal govern¬ 
ment, confer a monopoly privilege on the firm 
for the particular product or process for a 
period of seventeen years. No other firm may 
make a product or use a technique just like the 
patented one. A firm may or may not actually 
produce a given patented product or use a 
given patented machine or process. Many 
firms patent their discoveries mainly in order 
to prevent rivals from producing the product 
or using the production technique. 

(3) A somewhat less effective method of gain¬ 
ing some degree of monopoly control is to 
brand or trademark the product. Under the law 
a brand name or trademark, such as Lucky 
Strike, may not be used by any other firm over 
any period of time. But other firms may pro¬ 
duce products that arc identical in physical 
make-up so long as they call their imitations 
by other names or distinguish them by other 
trademarks. Brand names anJ trademarks are 
a major method of product differentiation. 

(4) Firms making a variety of related products, 
particularly for consumption by households, 
may require retail dealers to sell all of them 
as a condition of selling any one of them. 
This method is often known as fu/l-lme forcing. 
It obviously limits the retailer s freedom to 
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offer competing products to households. Ex¬ 
amples arc found in the sale of cosmetics, the 
exhibition of motion pictures (the so-called 
' block-booking" of a given film company's 
pictures), the transmission of a broadcasting 
company’s programs by a local radio station, 
and the sale of many other lines of products. 
In retailing this method has not yet been held 
illegal under federal anti-trust legislation, but 
in the field of manufacturing it has. The 
United Shoe Machinery Corporation, which 
has long held a virtual monopoly in the pro¬ 
duction of certain kinds of shoe-making ma¬ 
chinery (which it leases rather than sells to 
shoe-producing firms) required the shoe¬ 
making firms to use a full line of its many 
different machines. This practice was held un¬ 
lawful. 

(5) A given corporation may buy the stock 
(become the owner) of one or more other 
corporations and dissolve them. This method, 
known as "effecting a horizontal merger," 
usually removes the dissolved firms' sub¬ 
stitute products from the market and uses 
that firms' facilities for making and selling 
only the parent firm's products. A similar 
effect is obtained by the process of horizontal 
consolidation , whereby two or more firms com¬ 
bine to form an entirely new corporation. 
Doth methods are legal. (6) The holding com¬ 
pany is another device for controlling the 
competition of rival firms. This kind of cor¬ 
poration was discussed in our description of 
corporations in Chapter 37. (7) Vertical merger 
or consolidation (the vertical integration 
described on page 785) may be considered a 
method of restraining competition of rival 
products insofar as the purchase of firms which 
supply raw materials to the parent firm de¬ 
prives competing firms of their raw-material 
sources and thereby restricts or removes their 
ability to producing competing products. 

(8) Finally, there is a large number of devices, 
mostly illegal, for removing competition 
which may be bracketed under the heading 
of unfair trade practices. These methods include 
the bribery of rival firms' officers to leave 
a particular market; the bribery of public 
officials to pass ordinances that have the effect 
of preventing new firms from entering a 
market; the intimidation, by threats of physi¬ 
cal violence or economic-political retribution. 


of customers, employees, salesmen, or ma¬ 
terial-suppliers of rival firms; the obtaining of 
especially low transportation rates from public 
carriers through secret rebates; the fraudulent 
misrepresentation of rival products to custom¬ 
ers; the organization of boycotts against rival 
products; and driving competitors out of the 
market by temporary price cuts. 

It should be carefully remembered that, 
wherever the demand curve for a firm’s product 
is made less than infinitely elastic by the use of 
one or more of the above methods, the firm 
obtains some control over the price of its 
product. That is, although the firm cannot 
set both price and quantity bought, it is able 
to set the price (on the AR curve vertically 
above the point where the MR and MC curves 
intersect). This power of choice over price 
has led economists to describe the American 
price system as one which is in large part 
(the non-purely-competitive part) a system of 
administered prices rather than of automati¬ 
cally, "naturally" determined prices. 

(b) Methods of Influencing the Positions and 
Elasticities of the Cost Curi es. We recall from our 
previous discussions that the positions and 
elasticities of a firm s relevant cost curves 
(MC, AVC, and ATC curves) depend on tech¬ 
nology and on the elasticities of supply of the 
factor services. The state of technology helps 
to determine the height and rightwardness of 
the curves; the more advanced the technology, 
the lower and the farther to the right are the 
curves. Technology, by determining the vari¬ 
ability of the proportions between the factor- 
service inputs, also helps to determine the 
elasticity of the curves, i.e., how rapidly costs 
increase as output increases. The price levels 
of the factor services help to determine the 
heights of the cost curves. And the elasticities 
of the factor-service supply curves help to 
determine the elasticities of the cost curves; 
the more elastic the supply curves, the more 
generally elastic the cost curves. 

Now the first question is, What positions 
and elasticities of cost curves would an Amer¬ 
ican firm like to have if the state of technology 
and the markets for the factor services per¬ 
mitted? It would like to have its cost curves 
as low and elastic as possible, for as a would-be 
monopolist the firm would like to be able to 
restrict output without raising its costs. More- 
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over, if the demand curve shifts rightward, 
the firm does not wish to have higher costs 
for higher outputs. 

The next question is, How does a firm try to 
attain such positions and elasticities for the 
relevant portions of its cost curves? It tries to 
discover new techniques which decrease aver¬ 
age and marginal costs and which make more 
variable the proportions among factor-service 
inputs; if successful, it lowers and flattens its 
cost curves. It also tries to do two things with 
respect to the factor-service supply curves: 
(1) It tries to shift them to the right, so that, 
for example, at a given wage rate more labor- 
hours are offered to the firm by households— 
or so that it can obtain a given quantity of 
labor-hours at a lower wage rate. (2) It tries to 
make the supply curves less elastic in the 
portions below the present factor-service 
prices, so that, if for example the firm reduces 
the wage rate by a given percentage, the per¬ 
centage decrease in the number of labor-hours 
offered by households will be relatively small. 
(If the firm were to expand input, it would 
like the factor-service supply curve to be very 
elastic for prices above the present one.) 

If the first of the above two measures is 
successful, the cost curves shift downward. 
If the second measure succeeds, the cost curves 
become flatter (more clastic). 

The actual methods employed by American 
firms to achieve these results in the field of 
labor are much the same as those analyzed for 
Monocompian.Oligopian, and Monopian firms. 
Some of these methods (e.g., old-age pen¬ 
sions, group insurance, medical care, credit 
unions, summer camps, company newspapers, 
and recreational facilities), to which the term 
“welfare'* has often been applied, arc strik¬ 
ingly similar to some of the measures used by 
unions to make their “supply'' (reciprocal 
demand) curves inelastic. There is, in fact, 
a struggle between unions and firms for house¬ 
holds’ loyalties in these matters. 

In addition to the above-mentioned peaceful, 
legal ways of achieving low, elastic cost curves 
in the relevant portions, firms have sometimes 
used labor tactics that arc now for the most 
part unlawful. They have discharged union 
members, beaten up union organizers, propa¬ 
gandized extensively against unions, provoked 
strikes which are then broken by armed 


guards and strike-breakers, and controlled 
public officials (legislative, executive and 
judicial) in one way or another into assisting 
them in breaking the unions. These measures 
largely parallel the tactics of some unions in 
getting households to join them or in defeat¬ 
ing employers. In general, the attitudes of both 
sides (particularly of firms) have in recent 
years become relatively less hostile and their 
measures for dealing with unions relatively 
more peaceful and friendly. 

With respect to the services of factors of 
production other than labor (i.c., the purchase 
of raw materials and the services of durable 
capital goods), a firm may also try to shift 
the supply curves to the right and to improve 
the elasticities of these curves. Since these 
services are bought from other firms rather 
than from households, the problem is much 
more difficult. But many American firms have 
by one or more of the legal or illegal methods 
noted above controlled the sources of supply 
of these factor services from other firms. 

(3) Methods Used by Croups of Firms. As we 
know, true monopoly in selling products and 
true monopsony in buying factor services such 
as labor are very difficult for an individual 
firm to achieve. The conditions for such 
markets seldom exist in real-life America. 
The technological, economic, and political 
(including legal) obstacles are too numerous 
and too big. It is not unusual, however, for 
the number of firms selling a product or group 
of products, or buying a factor service, to be 
relatively small. The firms acting as a group 
may well be able to achieve what none of 
them singly can, namely the restriction of 
competition among themselves. Let us look 
briefly at the methods- used by American 
oligopolists to effect group monopoly. We 
shall distinguish the sale of products from 
the buying of factor services. , 

(a) The Sale of Products. The officials of 
American corporations which are large enough 
to influence product price by; the amounts o 
their sales have an enormous dislike and fear of 
"cutchroac” and "unfair - competmon. They 
believe only in fair’ competition. "hen we 
examine this attitude and attempt to define 
the above terms, we conclude as> «oHo*£ 
(X) "Cutthroat” competition refers to the 
situation that develops when one or more 
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firms in a group, feeling the pressure of high 
fixed costs and idle productive capacity or 
wishing to drive rivals out of business, cuts 
the product price in order to increase output 
and sales, thus causing the other firms to 
retaliate with price cuts of their own in order 
to retain their previous output-sales levels. 
A price war develops, one cut being followed 
by another, until the product price has fallen 
to such a level that average total costs (or 
even average variable costs) arc not covered. 
Virtually every firm is losing money; no one 
is better off than before the price war started. 
Thus, "cutthroat" competition begins when 
one firm "cuts the throat’ of the other firms 
and ends when all the firms have cut each 
others’ throats to the point of economic death, 
—except perhaps for the strongest firm, 
which may emerge from the conflict as a 
monopolist. This sort of thing could not 
happen under pure competition, for under this 
sort of market situation each firm is too small 
to be able to cut any other firm's throat; the 
only throat that would be cut would be that 
of the price-cutter, and he knows he would 
be foolish to lower his price when under in¬ 
dustry equilibrium he can sell all his output 
at the given market price. (2) To the oligopo¬ 
list "unfair” competition means cutthroat 
price competition plus any of or all the "unfair 
trade practices” mentioned in our discussion 
of the individual American firm. ()) “Fair” 
competition, then, means the absence of "un¬ 
fair” competitive methods. In the positive 
sense it means rivalry in advertising and selling 
and in product (quality) variation; in obtain¬ 
ing patents, brand names, and trademarks; in 
effecting mergers and consolidations; and in 
obtaining lower, more clastic cost curves. 
But fraud, intimidation, bribery, and, most 
of all, competition in price are taboo. There is 
nothing "wrong,” in short, in trying by 
’honest” methods to shift your demand 
curves to the right and in trying to make them 
less elastic; nor is it “unethical’* to try by 
honest" methods to lower and to make more 
clastic your cost curves in their leftward 
portions. 

Our interest here, then, is in the methods 
used by American oligopolists to prevent 
what they call "unfair" competition in selling 
their products. We may label all the approved 


methods “group-administered price-mainte¬ 
nance measures." First , there is the case, dis¬ 
cussed in our chapter on Oligopia, in which 
there is no actual collusion. Each firm is 
simply keenly aware of possible reactions of 
its rivals; and, unless it is sure under dynamic 
(cyclical) conditions that the other firms will 
move in the same direction, each firm stands 
pat on (will not raise) its present product price. 
Second, there may be a dominant firm in the 
industry (as in the iron and steel, cement, agri¬ 
cultural implement, petroleum-products, brass, 
glass, and other industries), and this firm may 
take the lead in all changes of product price. 
Once this corporation raises or lowers its 
price, the other firms almost automatically 
match the change exactly. This method is 
known usually as price leadership. Third, there 
arc some industries in which there are actual 
price agreements. This sort of collusion is usually 
informal and unwritten, but it exists neverthe¬ 
less. Sometimes it covers all the terms of sale; 
that is, it covers product price and such items 
as price discounts for prompt payment, deduc¬ 
tion or extras if the product is of a special 
quality lower or higher than the standard 
quality. Sometimes it covers only the terms of 
sale other than the basic price. Thus the iron 
and steel industry, although illustrating price 
leadership for basic prices of standard steel 
products, also exemplifies price agreements on 
deductions, extras, and so on. The sale of 
typewriters, optical goods, and life insurance 
illustrates over-all price agreement. 

Fourth, the basing-point system of quoting 
the prices of products delivered at the doors 
of customers was a way of establishing group 
monopoly by removing any incentive to price 
competition among oligopolists. In the iron 
and steel and the cement industries, a customer 
whose plant was twenty miles away from 
a steel or cement producing center formerly 
paid the same delivered price for a steel or 
cement product as some other plant 200 miles 
away, even though the freight charges to the 
first customer were negligible. The delivered 
prices of the product were thus made uniform. 
In 1948 the United States Supreme Court up¬ 
held an order of the Federal Trade Commission 
requiring the cement industry's firms to 
“cease and desist" from continuing this 
method of pricing. Shortly thereafter the iron 
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and steel industry's firms "voluntarily " aban¬ 
doned the basing-point system. It had been 
argued, however, that the elimination of this 
pricing program would simply replace national 
group monopoly by numerous local monopo¬ 
lies. That is, whereas basing-point prices per¬ 
mitted the firms of many different localities to 
sell in a given market, each local market would 
now be the almost exclusive province of the 
one or more firms located at or near the market. 
But in this case each local monopolist would, 
in the absences of collusion with other local 
monopolists, have to set his price low enough 
to keep the products of other monopolists 
from entering his market. Thus the consumers 
stand to benefit from the abolition of the 
basing-point system. 

Fifth, patents may be pooled by rival firms 
through a system of licensing by the original 
holder of the patent or through the creation 
of a patent-holding corporation in which each 
oligopolist holds stock. In this way technolog¬ 
ical competition is suppressed to some extent 
among the oligopolists; and, at the same time, 
the entry of new firms into the industry is 
restricted. Examples are to be found in the 
radio manufacturing, automobile, and pe¬ 
troleum-refining industries. Sixth, in some 
cases (e.g., investment banking and anthracite 
coal mining) even advertising and selling 
methods by individual firms are discouraged. 
There is an agreement to "share the market” 
and not to infringe on the other firms' "terri¬ 
tories.” If advertising is conducted, it is 
mostly in behalf of the entire industry. Firms 
do not try to seduce each other's customers. 
Seventh, "unfair” competition may be pre¬ 
vented by certain inter-corporation connections. 
These may range from mere personal relation¬ 
ships among the officers of firms in the same 
industry to the ownership of part of one or 
more corporations’ voting stock by other cor¬ 
porations or by their officers; there may be 
a community of directorships among various 
corporations ("interlocking directorates ); 
or there may be a common source of invest¬ 
ment funds such as the J. P- Morgan concern. 

Eighth, firms may act without formal or¬ 
ganization to restrain competition or they 
may combine to form the trade associations 
mentioned in Chapter 37. In the non-political 
field, trade associations have been found to be 


the vehicles for measures many or most of 
which may be said to promote efficiency and 
better business practices among the member 
firms. Yet virtually all the trade-association 
activities may be and sometimes have been 
employed to restrict competition among the 
firms in the industry. Such practices include 
the encouragement of product standardization; 
the development of uniform cost-accounting 
systems; the arrangements for pooling patents; 
the maintenance of credit ratings of customers; 
the collection and publication of various sta¬ 
tistical data summarizing member firms' oper¬ 
ations; the collection and publication of prod¬ 
uct prices established by members, with an 
explicit admonition against price-cutting; the 
allocation of markets among members, with 
or without actual quotas of output and sales 
and occasionally with an attempt to enforce 
fines on members for violation of quota ar¬ 
rangements; and the organization of boycotts 
against non-members or against recalcitrant 
members, e.g., the coercing of raw-material 
firms into refusing to sell to non-members. 

Ninth, the cooperative marketing associations 
among farmers, mentioned in Chapter 37, have 
to some extent tried to restrain competition 
among individual farmers. Thus these associa¬ 
tions represent an effort to substitute a degree 
of group monopoly in place of atomism. 
Tenth, like certain local labor unions, and often 
in conjunction with such unions, certain local 
industries (such as laundries, dry-cleaning, 
milk distribution, and gasoline service sta¬ 
tions) have been "organized" by outside 
racketeers or mobsters for their own profit. 
The organizations are effected by the usual, 
well-known devices of physical " f* r * uas,on ' 
Then product prices are raised. Sales quot. 
may or may not be established and enforced. 
The gangsters' take comes from the dues 
-protection” that are paid by each member 

f 7b) The Purchases of Factor Services. M*jy 
the measures used above have also been ap- 

sir^-s 

(1) All the union-smashing tactics 
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in our discussion of individual firms have 
often, in the days when such tactics were com¬ 
mon, been conducted through the agency of 
group-firm organization in certain industries, 
such as foundries and the metal trades, and in 
certain localities, such as Cleveland, Dallas, 
Indianapolis, and Los Angeles. (2) Sometimes 
the industry organizations of firms have been 
the trade associations that dealt with product 
competition. And sometimes they have been 
employers' associations which have had little or 
nothing to do with the members' products. 
(3) The local anti-union associations have al¬ 
most always been solely employer associations, 
because the members have usually been firms 
making various kinds of products in different 
industries. (4) Some industrial groups and 
some local groups of firms have always dealt 
in a conciliatory way with unions, and in recent 
years many other groups have turned con¬ 
ciliatory or, at least, non-belligerent. 

(4) Price Control over Time. It should be 
clearly understood that the methods of re¬ 
straining price competition in the sale of 
products and the purchase of factor services 
have, for the segments of the economy in 
which they are effective, the result of stabiliz¬ 
ing the prices over time. When for any reason 
household demand and supply curves shift 
right or left or firms' cost curves shift up or 
down, the prices of products and factor services 
do not rise or fall to nearly the extent that 
would be expected under pure competition. 
An important reason for this price stability is 
this: Firms thoroughly discount the future; 
they wish to free themselves from severe price 
gyrations; and they believe that whatever 
goes up usually comes down, and vice versa. 
For example, during the inflation period after 
World War II the price of new American auto¬ 
mobiles as sold by the manufacturers could 
have risen to the same fantastic heights 
reached by used cars if the automobile manu¬ 
facturers had chosen to take advantage of the 
tremendous rightward shifts in the demand 
curves. Similarly with the prices of gasoline 
and fuel oil sold by the petroleum-refining 
oligopolists. But these firms, with an eye to 
possible future deflation, decided to limit 
severely the amounts of price increases. We 
shall comment further on this matter when we 
look at the economy as a whole. 


c. “ Political " Aspects of Firms' Operations 

Now let us admit that the maximization 
objectives of American firms arc broader and 
more inclusive than the above discussion 
would imply. Without under-emphasizing the 
importance of maximizing the incomes of 
those firm-owners who are considered im¬ 
portant by the firms' decision-makers, let us 
agree that the decision-makers may try to 
maximize not only the physical want-satisfac¬ 
tion of the important owners through income 
maximization but also the satisfaction of their 
desire for security, power, social esteem, etc., 
through the maximization of items other than 
money income. In short, let us briefly consider 
firms'operations in a political-economic context. 

Such an approach leads us to see that 
American firms and groups of firms may well 
bear to their officers and stockholders many 
of the same relationships as American labor 
unions bear to their officers and members. It is 
doubtless true that the American system of 
business enterprise is not a "movement’’ in 
the way in which American unionism is; 
"firmism" has long had a respected and 
relatively secure social status, and it has not 
had to struggle so hard for survival and 
recognition. (Individual firms of course must 
fight to survive, if not to be recognized.) It 
is also true that firms have not found it neces¬ 
sary to stimulate owners' loyalties by such 
’welfare" measures as recreation facilities 
and pension plans. It is further true that 
(partly because of their more secure position) 
the firms' decision-makers can often take a 
longer-run point of view than unions can. 
But in many other respects the parallel between 
corporations and their associations, on the one 
hand, and unionism, on the other, is striking. 
To the active members (owners) the firms are 
—as the unions are to the interested, active 
union members—a way of life, a way of satisfy¬ 
ing most of the basic human drives. Many a 
decision of firms' officers is deliberately off the 
goal of profit-maximization as such at any 
one time, because the objective is security or 
power or both, and sometimes security and 
power are attainable by other than purely 
economic means. 

For example, as certain studies by govern¬ 
ment and private research agencies seem to 
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have shown, the medium-size firm may be 
more efficient from the short-run economic 
standpoint than the large corporation, at 
least when "business is good"; that is, during 
good years costs are lower and the rates of 
profit are higher. But year in and year out, 
the large firms experience significantly greater 
stability in earnings; their profits may not be 
the highest in good years, but their losses are 
far from the greatest in bad years. It may thus 
be concluded that one reason for large size 
among corporations is the desire to attain 
security of earnings as such, entirely apart 
from any desire to maximize the rate of profits 
at any one time; if the latter had been the sole 
objective, the firm would have charged "all 
that the traffic would bear" at all times. Large 
size makes it more possible to maximize profits 
over time, which is another way of saying that 
large size makes it more possible to attain 
security. 

The desire for power may establish an ad¬ 
ditional reason for large size. Even though, 
as is sometimes true, a large corporation has 
a relatively low rate of profit in good years 
and a relatively high rate of loss in bad years, 
thus indicating a very irrational approach to 
profit-maximization from the economic stand¬ 
point and also showing a failure to attain 
security, the large size persists mainly because 
of the sense of power that the officers have in 
directing the activities of so many factor- 
service owners in the production of such large 
outputs. 

As already indicated, the larger firms and 
the associations of firms also resemble unions 
in that there may be internal "politics or 
factionalism, and the firm may be operated 
for the benefit of a particular clique or group 
of "insiders'* who ignore the interests of the 
other owners and milk the corporation by 
voting themselves large salaries or bonuses. 
American corporation history, as revealed by 
private and government studies, affords many 
examples of battles for voting-stock Proxies 
between rival cliques and of the milking 
mentioned above. 

Large corporations, which as we saw in an 
earlier chapter dominate production in many 
fields, wield tremendous power, and this power 
extends not only into economic affairs but also 
into government and politics. Here also is a 


parallel with big unionism. Large corporations 
and trade and employer associations are, like 
unions, islands of economic-political sover¬ 
eignty to which the supreme government has 
in effect delegated great authority, often with¬ 
out requiring commensurate responsibility, at 
least initially. 

The political parallel of big business with 
big unionism extends into the methods used 
for attaining and exerting political influence. 
Working through the two existing main 
political parties, firms try to elect friendly law¬ 
makers, lobby extensively to obtain friendly 
laws, and exert pressure on the administrators 
of whatever laws are passed by the federal or 
state legislators. 


3. Economic-Political Relationships among 
Households and Firms, Government's Role 
Being Given 

Having considered the economic-political 
activities of individual American households 
and their organizations and of individual 
American firms and their organizations, our 
next task is to bring the two together in the 
economy as a whole. We shall talk, first, about 
the determination of the prices and the quanti¬ 
ties exchanged of particular consumption 
products and particular factor services; and, 
second, about the over-all relations of these 
prices and quantities in the dynamic economy 
as a whole. As in our preceding discussions, 
our analyses will lean heavily on the relevant 
portions of our surveys of dynamic Atom- 
isia, Monocompia, Oligopia, and Monopia. 
Throughout our present discussion we shall 
consider the role of government in economizing 
to be constant. 


Particular Prices and Quantities Exchanged 

1) Consumption Products. As already pointed 
, consumption products are sold in America 
Jcr three main different kinds of market 
iditions. On the household-buying side 
re is pure competition. On the selling side 
firms (retail stores and shops, repair shops, 
importation companies, public utilities, 
vatc schools, hospitals, doctors, dentists, 
.) operate under monopolistic competition, 
gopoly, or monopoly. Ail these firm-sellers 
differentiated to some extent in the ho 
Ids’ minds. To whatever extent the firm and 
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its product is differentiated, it constitutes 
(from the strictly economic standpoint) a 
separate industry. As of any given time the 
group-household demand curve facing any 
firm for any of its products is unique. Then, 
to the extent that rational marginal principles 
are known and practiced, the equilibrium price 
and the equilibrium quantity exchanged at 
such time is determined by the point at which 
ih' 1 firm’s relevant AIR and MC curves inter¬ 
sect, just as in dynamic Monocompia.Oligopia, 
or Monopia. At the price set at this point the 
quantity that households are willing and able 
to buy is just equal u the quantity that the 
firm is willing to sell. 

Note carefully again that under partial- 
equilibrium assumption* (which are proper 
here, because many American firms are not 
monopolistic) this price is higher and the 
quantity exchanged is lower than the equilib¬ 
rium price and quantity that would be set if 
purely competitive conditions were imposed 
on the selling side. Under pure competition the 
equilibrium price and quantity arc determined 
by the intersection of the group-household 
demand curve itself (i.c., the AR curve itself 
rather than the AIR curve) with the AfC curve 
representing the sum of the AlC curves of all 
the atomistic firms making the standardized 
product. 

Remember also that in the case of oligopoly 
the AIR curve is discontinuous at a given price 
of the firm s product, and the firm's MC curve 
passes through the gap. 

(2) Factor Services, (a) Labor. In America 
labor-hours are sold by households and bought 
by firms under the following kinds of market 
conditions: On the selling side there may be 
( 1 ) pure competition among atomistic house¬ 
holds; or ( 2 ) a degree of monopoly because of 
unionism. On the buying side there may be 
monopsonistic competition, oligopsony, or 
monopsony with respect to individual firms, 
and there is a degree of monopsony if firms 
act collusively and buy labor under collectively 
set terms. 

In any particular local American labor 
market various combinations of the above 
selling-buying conditions may exist. Wherever 
households are atomistic, the equilibrium 
price and quantity exchanged is set—as in 
dynamic Monocompia, Oligopia, or Monopia 


—by the intersection of an upward-tipped (up¬ 
ward sloping from left to right) A10 curve 
with the firm's Ai RP curve. If the firm or group 
of firms were forced to buy under purely com¬ 
petitive conditions, however, the intersection 
of the AO curve with the individual or group 
AfRR curve would set the equilibrium; then 
under partial-equilibrium assumptions the 
price or wage rate would be higher and the 
input or employment would also be higher. 

If a union sells the labor for the household, 
we have essentially the conditions analyzed 
for latter-day Monopia. That is, we have to 
some extent the conditions of what wc called 
bilateral monopoly—union monopoly versus 
firm monopsony. The union and the firm or 
group of firms make demands and counter- 
demands on each other. These demands cover 
wage rates, work periods, and many other 
terms of employment. They are usually made 
higher by the union and lower by the firms 
than each side really wants; this is done for 
trading or bargaining purposes. Various specific 
items in the demands may also be put there 
for trading purposes; that is, each side is often 
willing to give up one or more demands 
entirely if the other side agrees to grant one 
or more other demands. On each side the 
demands arc determined within the over-all 
economic and political contexts described in 
our preceding discussion of unions and firms. 
So also arc the terms of employment that each 
side would actually like to obtain. Each side 
also enters the bargaining session with another 
thing in mind—the minimum over-all terms 
that it will accept without engaging in the 
economic-political battle of strike or lockout. 
These minimum terms are also determined in 
the light of all the economic-political factors 
that weigh in the minds of the union’s and 
the firm's decision-makers. 

Sometimes in recent years, since about 1933, 
an American firm, union, or both have gone 
into a collective bargaining conference with 
little or no desire or intention of reaching an 
agreement. In other words, they have not bar¬ 
gained in good faith, preferring to risk a strike 
or lockout. Such a decision is also the result 
of a certain set of political and economic 
factors The union, for example, might believe 
it could get better terms of employment if the 
dispute were referred to a government agency; 
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this happened frequently during World War II, 
when the National War Labor Board received 
many cases that should and could have been 
settled by direct bargaining between the two 
parties. The firm, on its side, might believe 
that it coulJ beat the union in a strike and 
thereafter be free of its interference with the 
"prerogatives'' of management. 

If we assume that both parties try to bargain 
in good faith, the chances are that an argu¬ 
ment will be reached unless the minimum 
terms that the union will accept rather than 
go on strike are truly above the maximum 
terms that the firm or group of firms will 
accept rather than engage in a lockout. There 
is usually some leeway between these two 
levels. Then, as in Monopia, the terms that 
will come out of the conference depend on the 
relative "bargaining skills" of the union and 
the firm(s), as this term was explained in our 
previous discussion. 

If the firm(s) have not dealt with a union 
before, the bargained terms of employment, 
even though higher than the previous non¬ 
union terms, may result in an increase in output 
and employment or in a decrease, depend¬ 
ing on the elasticity of the firm's product- 
demand curve, the elasticity of the previous 
labor-supply curve, and the elasticities of the 
supply curves of substitute factor services. 
(See Chapters 28 and 39.) 

It remains for us to explain in summary the 
main reasons for the great variety of wage 
rates and certain other terms of employment in 
America, even since the advent of widespread 
unionism, one of whose policies is "equal pay 
for equal work." Unions have also caused 
general or across-the-board wage-rate changes 
to be made in "patterns," i.e., with a good 
deal of uniformity. But the actual wage rates 
still vary a great deal by occupation, industry, 
geographic area, sex, and (sometimes) by race. 
Furthermore, in a given local labor market 
area and within a given group of firms making 
the same product there arc often a variety of 
wage rates for the same occupation, even if sex 
and race differencials do not exist. 

For these different kinds of wage-rate varia¬ 
tions a number of economic-political reasons 
exist. In the first place, the non-union supply 
(/I0) curves of labor-hours may vary a good 


deal to a particular firm, from locality to 
locality, from industry to industry, from firm 
to firm, and from occupation to occupation 
with respect to both elasticity and position 
(height and rightwardness). The supply curve 
of women's labor-hours is influenced by condi¬ 
tions somewhat different from those affecting 
men's supply curves; many women are marginal 
or pin-money workers or are less mobile than 
men. The supply curves of Negro workers may 
well be different from those of white workers. 
Such differences in supply curves may in gen¬ 
eral be said to arise from barriers to pure and 
perfect competition in the labor markets. 
Inertia, habit, and ignorance make for lack of 
geographic labor mobility. Lack of ability or 
of training for native ability makes for inter- 
occupational immobility. Firms' employment 
conditions are differentiated in the minds of 
workers. Under these conditions, wage rate 
differences could exist even though the de¬ 
mand (MRP) curves were uniform from firm to 
firm. These conditions also make it possible 
for a single firm to act as a discriminating 
labor monopsonist. Where unions influence 
labor supply curves, there arc also significant 
differences in their abilities to exercise control, 
i.e., to make their "reciprocal demand" curves 
inelastic. (Refer to Chapter 39 for a discussion 
of various measures.) 

In the second place, the MRP curves of labor 
in any occupation may themselves vary widely 
among different firms or within a particular 
firm. The absence of pure and perfect competi¬ 
tion is again a major matter—this time on the 
buying side. There are inter-firm barriers. 
The availability of substitute factor services 
differs from locality to locality and industry 
to industry. One firm may be able to pay 
relatively high wage rates because it is 
located near its main market, while another 
firm, being located farther from the market 
and having higher transportation co ^ ts * 
be unable to pay rates nearly so high, dech- 
nological and managerial prowess varies from 
firm to firm as does product-demand-curve 
elasticity. Firm A may be able to afford very 
high wage rates because it is well manage 
and efficient and because its employment poll- 
ctes attract the cream of the labor marke 
(its labor-MRP curve is high). Firm Z, at the 
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ocher extreme, may be able to afford only low 
wage races because it is inefficiently managed 
and it attracts only the least efficient workers; 
its labor-MRP curve is low. Between these two 
extremes are the other firms paying various 
other wage rates. Third, with a variety of 
non-competitive supply and demand curves, it 
is not surprising to find so many differences in 
wage rates; the intersections of MO and MRP 
curves may come at many different wage-rate 
levels wherever pure competition in buying 
labor is absent. 

Fourth, wherever oligopsony-oligopoly or 
monopsony-monopoly exists among firms, ab¬ 
normal profits are likely. These profits give 
such a firm the wherewithal for bearing an 
increase in wage rates; the firm can, if it 
wishes, pay higher wage rates without en¬ 
dangering normal profits. Fifth, certain firms 
sell their products under cost-plus conditions. 
That is, because of a relatively inelastic de¬ 
mand curve or because the prices of their prod¬ 
ucts are set on the basis of average total costs 
plus a percentage for "fair” profits, certain 
firms are virtually assured that any cost in¬ 
crease (such as one induced by a wage-rate 
increase) will be followed by a compensatory 
product-price increase. Examples of such firms 
are public utilities, whose product prices arc 
regulated by state-government commissions, 
and firms selling their products to a govern¬ 
ment agency. Under cost-plus conditions a 
firm has wide latitude in its wage rates. 
Seventh, whenever government levies excess- 
profits taxes on firms, as during World War II, 
firms tend to become somewhat indifferent to 
wage rate levels. If firms know that a large 
portion of the abnormal profits made possible 
by holding down wage rates will be taken by 
government, they may conclude that they 
might as well give the profits to their em¬ 
ployees as to the government. Here too there 
is an ample basis for wage-rate differences 
among firms. 

(b) Fluid Savings and Loan Funds. In America 
funds are loaned by atomistic households to 
the middleman financial institutions noted in 
our discussion of Chapter 38. These financial 
firms borrow the funds usually as oligopsonists, 
occasionally (as in a small one-bank town) as 
monopsonists. In the loan-fund markets atom¬ 


istic households are also borrowers from finan¬ 
cial institutions, which then operate as oligop¬ 
olists or, occasionally, monopolists. The chief 
private borrowers from financial institutions 
(these institutions being mainly investment 
banks and insurance companies for long-term 
credit and commercial banks for short-term 
credit) are non-financial firms. In these markets 
the financial firms may be considered oligopo¬ 
lists subiect to government controls; and the 
non-financial firms, because there are so very 
many of them in the loan-fund market as a 
whole (no matter how large a single firm may 
be), may perhaps best be thought of as monop- 
sonistic competitors. Since there is some degree 
of monopoly on both the selling and the buying 
side, there are elements of bilateral monopoly 
in the dealings between financial and non- 
financial firms. For example, when a large 
corporation sells its stocks or bonds to (bor¬ 
rows funds on long-term from) an investment 
bank, the interest and other charges may be 
subject to some negotiation or bargaining. 
When a medium-sized or small firm borrows 
working-capital funds from a local commercial 
bank, there may also be bargaining about the 
terms of the loan. But loan-fund dollars arc 
such a standard "product" and arc so mobile, 
and there are so very many lenders and bor¬ 
rowers in the economy as a whole that, in 
spite of the size and importance of some of the 
lenders and borrowers, we shall not go far 
wrong if we disregard the elements of monop¬ 
oly-monopsony and consider the general rate 
of interest as being set under conditions 
approaching those of pure competition on each 
side of the market. There is, in fact, only one 
organization large enough to affect the general 
interest rate significantly by its own separate 
activities, and that is the federal government. 
We may, however, consider particular interest 
rates (the rates that allow for risk, non- 
liquidity, etc.) as subject to some extent to 
the monopolistic elements noted above. 

If the above statement is correct, our dy- 
namic-Atomisia analysis of the forces deter¬ 
mining interest rates and quantities of loan 
funds exchanged may be applied to modern 
America without important modification. 

(c) Materials Used by Firms to Make Products. 
Firms buy the materials out of which they 
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make their products from other firms. The 
materials may be sold under any one of the 
four market selling situations, and they may 
be bought under any one of the four market 
buying situations. Thus there are sixteen pos¬ 
sible selling-buying situations in America 
for the transfer of materials. For practical 
purposes, however, we may say that there are 
the following circumstances: (1) Pure compe¬ 
tition may exist on both sides of the market. 
A close approach to this situation is to be 
found in the organized exchanges for staple 
agricultural products, such as the one already 
described for wheat in Chapter 25. In the "old" 
days, some speculator-trader occasionally was 
able to "corner the market," i.e., acted as 
a monopolist; but the rule then as now is pure 
impersonal competition. Here current prices 
are set by the intersection of the group-firm 
supply curve (the sum of the individual firms’ 
MO curves) and the other-group-firm demand 
curve (the sum of these firms' MRP curves). 
(2) There may be pure competition in selling, 
with monopsonistic competition, oligopsony, 
or monopsony on the buying side. Here the 
price and quantity-exchanged is determined as 
described for any factor service in our dis¬ 
cussion for Monocompia, Oligopia, and non¬ 
union Monopia. An example would be found 
where unorganized farmers sold products to 
chain retail stores. (3) Pure competition may 
exist in buying, with monopolistic competi¬ 
tion, oligopoly, or monopoly on the selling 
side. Price-quantity equilibria are determined 
here as described for household buying in our 
discussions of Monocompia, Oligopia, and 
Monopia. An American example is to be found 
in the purchase by unorganized farmers of 
equipment from manufacturing concerns. (4) 
In the other nine possible market situations 
(i.e., where pure competition is entirely 
absent) there is some element of bilateral 
monopoly. Consequently the price and quan¬ 
tity-exchanged depends in part on bargaining 
between seller and buyer. The American 
economy is "shot through" with bilateral 
monopoly; this relationship applies to most 
inter-firm dealings. 

(d) Durable Capital Goods. In the selling and 
buying of all sorts of durable embodiments of 
loan funds, pure competition is absent under 
American conditions. Some degree of bilateral 


monopoly exists, and some amount of bar¬ 
gaining exists as to the price and quantity- 
exchanged of a given capital good. The buyer’s 
"upper-limit" price is set by his estimate of 
the capitalized value of the capital good s 
yield; i.e., the buyer has a curve representing 
the estimated capitalized net MRP of the 
good. The seller's "lower-limit" price is set 
by the total cost of producing the good, in¬ 
cluding interest on outlays and including 
normal profits. If there is a positive difference 
between these limits, the bargained price will 
represent the relative bargaining strengths and 
skills of the buyer and seller. 

(e) Economic Rent in America. The payment of 
economic rent in the growing economy by 
American firms to the owners of scarce, spe¬ 
cific-use productive factors whose supplies are 
fixed to the respective firms for short or in¬ 
definite periods is common. The owner of 
such a factor can, by threatening to sell the 
services of his factor to another firm, extract 
the full rent for his factor whenever there is 
another firm that could use it. If there is no 
other such firm (or if the other firm or firms 
"get together" collusively with the firm now 
using the factor), the owner of the factor faces 
a monopsonist and has to bargain about the 
amount of rent; in such a case it may well be 
that the monopsonist can obtain the factor 
without paying much economic rent or any 
at all. 

Quasi-rent is often paid by American firms 
in the short run for durable capital goods not 
owned by themselves and not easily or quickly 
reproducible. It is also paid for managers 
(presidents, vice-presidents, etc.) or other em¬ 
ployees whose talents arc not easily or quickly 
replaceable. For example, the "lease" pay¬ 
ments of shoe manufacturers for shoe machin¬ 
ery to the United Shoe Machinery Corporation, 
which has a virtual monopoly in selling the 
services of certain kinds of shoe-making ma¬ 
chines, contain elements of economic rent. 
The bonuses or salaries or both of many cor¬ 
poration executives also contain large portions 
of economic rent. So likewise do the salaries of 
many performers in the fields of recreation and 
entertainment. 

True economic rent goes to ^e private 
owners of anv productive factor which is per 
manenrly irreplaceable. All privately owned 
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natural resources (as the term was originally 
defined in this book) provide true economic 
rent for their owners, whether the resource is 
a coal mine, a metal mine, a forest, a section 
of farm land, or a plot of urban land. Some of 
the great American “fortunes'’ were built on 
the acquisition of urban real estate for not 
a great deal more money than the original 
"twenty-four bucks" supposed to have been 
paid for the whole of Manhattan Island. 

b. All Prices and Quantities of All Products and 

Factor Services in the Dynamic Economy as 

a Whole 

(1) Introduction. Still considering the econo¬ 
mizing of government as a given datum, let us 
consider the American economy as a whole 
and look at price-quantity inter-relationships 
and general movements of prices, outputs, and 
inputs under the conditions wc defined as 
"dynamic" in Chapters 24 and 25. This is the 
economy in which there is uneven, unexpected 
change, uncertainty about the effects of change, 
and uneven adjustment to change. It is, in 
short, the economy in which there is a secular 
trend and cyclical fluctuations. 

In order to approach an understanding of 
"dynamic" economic-political America wc 
must have at our command all the analytical 
tools and concepts developed in studying 
progressive and dynamic Atomisia, Mono- 
compia, Oligopia, and Monopia—plus the 
knowledge of American conditions and insti¬ 
tutions that we have thus far absorbed. Wc 
shall need to remember the meanings of capital 
and income; saving and investment; propensity 
to consume; the multiplier and acceleration 
mechanisms; the gestation and operational 
aspects of innovations; variable and uncertain 
price expectations; elasticities of price expecta¬ 
tions; the monetary effects of different elastici¬ 
ties of price expectations; the effects of pure 
competition compared to those of oligopoly 
and monopoly on general equilibrium and on 
price-output stability; the ability of the Amer¬ 
ican banking system to create and to destroy 
money; and so on. All these things are ap¬ 
plicable to the dynamic American economy. 
They must be held in mind not only for the 
remainder of this chapter but also during the 
other chapters devoted to the relation of gov¬ 
ernment to the economy as a whole. 


The main thing that distinguishes the 
United States from any of our hypothetical 
economics is, as wc have stated before, its 
mixedness. (There is also the very important 
matter of international economic-political rela¬ 
tions, but we choose to underplay this feature 
until we deal with the world economy.) If the 
United States were mostly and basically like 
any one of those four model economies, we 
should simply refer the student to our analysis 
of that society and say "here essentially is 
your America. UnJerstand this economy and 
you understand your own." Hut the United 
States is somewhat Atomisian, somewhat 
Monocompian, somewhat Oligopian, and 
somewhat Monopian, all rolled together in 
a unique pattern of relationships. Consequently 
we have to look upon it in its own light. 

Yet our scrutiny at this point need not be 
detailed or elaborate if wc know our concepts. 
Our main task here is threefold: (,/) We must 
first understand how the economy looks inter¬ 
nally in any one year at a given general level of 
prices and at a given level of national income. 
This is a sort of flashlight view of the inside 
of the economy and stresses the relationships 
among the outputs and inputs of each major 
sector of the economy. (A) We must then learn 
how in general the economy as a whole moves 
through tune secularly and cyclically. This is 
a dynamic, mainly "external" view, (c) 
Closely related to both these tasks, our third 
problem is to learn the effects of mixedness on 
how the economy moves, internally and ex¬ 
ternally. 

(2) Input-Output Interrelationships in a Given 
Year. In Table 70 there are listed (in columns 
2 to 7 and in rows 2 to 7) four main groups of 
firms, as well as government and households. 
In 1939, the year for which the data apply, 
each of these groups of economic units made 
certain outlays for inputs supplied by the other 
groups; and each group produced certain out¬ 
puts which were sold to the other groups and 
provided income for the seller-group. Con¬ 
sider, for example, the agricultural firms of 
column 2 and line 2. Reading across line 2 we 
see that these firms are considered to have sold 
nothing to themselves as an industry; this box 
is blank. But agricultural firms sold products 
amounting to $555 millions to mining and 
manufacturing firms, $643 millions to transpor- 
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TABLE Relationships Between Inputs and Outputs, 1939 (In Millions of 1939 dollars) 

70 



1 

Firms in the 
Agricultural 
Industries Paid 
to the Economic 
Units in Column 

1 the Following 
Amounts for Inputs 

Firms In the Minerals 
and Manufacturing 
Industries Paid 
to the Economic Units 
in Column l the 
Following Amounts for 
Inputs 

1 


2 

3 

Firms in the Agricultural Industries sold outputs to the economic 
units in linel, valued at 

2 


555 

Firms in the Minerals and Manufacturing Industries sold outputs to 
the economic units in line 1 . valued at 

3 

1,329 


Firms in the Transportation and Trode Industries sold outputs to 
the economic units in linel, valued at 

4 

2,261 

5.977 

Firms in All Other Industries sold outputs to the economic units in 
line 1 which, plus inventories, were valued at 

5 

9.103 

13,4 10 

Government received poyments from the economic units in line 1, 
as follows 

m 

1,073 

384 

Households sold services to the economic imits in linel, valued ot 

mM 

4,167 


The total value of the Outlays made by (Inputs bought by) the 

H 

17,933 

34,538 


Source: Theodore Morgon, Intome and employment, Prentice-Hell, New Yorh, 1947, p. 61. 


cation and trade firms, $1330 millions to all 
other firms, $9 millions to government, and 
$14,522 to households. These sales-incomes or 
value of outputs for agricultural firms totaled 
$17,059 millions, as shown in column 8 of 
line 2. Now the outlays for inputs from various 
sources that these agricultural firms made to 
the other groups in producing this total out¬ 
put-income figure are shown in column 2: 
$1329 millions of inputs were bought from 
mining and manufacturing concerns; $2261 
millions from transportation and trade; $9103 
millions from other firms; $1073 millions went 
to government; and $4167 millions to house¬ 
holds—a total of $17,933 millions, or almost 
a billion more than total receipts. 

The ocher rows and columns are to be inter¬ 
preted similarly. Special interest attaches per¬ 
haps to the household column and line. 
Column 7 shows that, in 1939, American 
households spent a total of $64,519 millions 
for the products of the other five groups, in¬ 
cluding government's protection and services. 
Line 7 shows chat, in return for the inputs of 
the facror services owned by households, the 
other groups of economic units paid to the 
households a total of $68,848 millions; this 


imount represents the total income of all 
American households for that year. The dis- 
irepancy of more than $4 billions between 
:hese two items simply shows that in 1939 the 
households spent less than they received; there 
yvas net saving—a transfer of purchasing 
power from households to the other units. 
As a matter of fact, the discrepancy between 
i column total and a line total for any of the 
iix groups may be interpreted as a transfer of 
purchasing power to or from the other groups. 
Thus, as noted above, agriculture received 
almost $1 billion less than it spent; this may 
t>e viewed as a transfer of purchasing power 
from the other groups to agriculture. 

The sum of all the total income (cmtpuc- 
value) figures in column 8 is $209,744 millions. 
Hiis amount is also the sum of all the total 
outlay (input-value) figures in row 8. The 
equality exists because each transaction has 
[wo aspects: It is both a payment and a receipt. 
Therefore total payments must exactly equal 
total receipts. The total amount may be thougne 
of as representing the total money How in the 
economy for that year, as produces sod factor 
services sve-re bough, and sold by the group 
of economic units shown in the table. Thus 
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Firm* in the 

Transportation and 
Trade Industrial 

Paid »o the 
Economic Unit* in 
Column I Ihe 
Following Amount* 
for Inputs 

Firm* in All Other 
Industrial Paid 
to the Economic Unit* in 
Column 1 the Following 
Amounts to Which The 
Value of Inventories 

Government Paid 
to the Economic 
Unit* in Column 1 
the Following Amount* 
for Input* 

Households Paid to 
the Economic Unit* 
in Column 1 Ihe 
Following Amount* 

The Total Value of 
the Outputs Produced 

By (Money Income 
received by) the Economic 
Unit* of Column 1 

Were as Follow, 

4 

5 

6 

7 

6 

643 

1.330 

9 

14.522 

17,059 

2,730 

16.265 

559 

12,152 

33,035 


1,653 

100 

689 

10,680 

1,817 


7,435 

34.562 

66,327 

32 

9.712 


2,594 

13,795 

2,548 

40,024 

7,897 


68,848 

7.770 

68.984 

16,000 

64,519 

1 


total money spending by all economic units 
equaled total money income received by all 
economic units. But it should be most carefully 
noted that this huge figure docs not represent 
the national income (net national product or 
value added by production) of the United 
States for 1939. (It does not represent the gross 
national product either, for that matter, as 
commonly defined; see Chapter 23.) In the 
$209,744 million total there are very large ele¬ 
ments of the duplication or double-counting 
that we mentioned in Chapter 23. Insofar as 
any one group of firms used as inputs the prod¬ 
ucts of other groups of firms, the sales value 
of k the other firm-groups are included in the 
sales values of the products of the first-men¬ 
tioned group. That is, the sales values of the 
other groups are counted two or more times 
in the $209,744 millions total. In order to 
obtain a proper national income figure we 
should have to eliminate the duplication and 
obtain only the value addtd at each stage of 

production. 

We recall from Chapter 23 that one method 
of obtaining the net-national-product figure 
is to find the figure representing the total 
amount of money income received by the own¬ 


ers of the factor services, i.c., by households 
as a whole. Table 70 contains such a figure for 
1939—the last item in column 8. We may thus 
look on $68,848 millions as the American net 
income for that year (if we disregard possible 
additions to firms' undivided surpluses). 

The method of eliminating the double 
counting and obtaining the proper national 
income figure may be illustrated (in a simpli¬ 
fied manner) for a stationary economy in two 
ways—working "backward'' from household 
expenditures, and working "forward" from 
the production of primary materials which in 
the end become the consumption products. 
Let us assume that there are only three stages 
of production before final consumption—agri¬ 
culture, manufacturing, and retail trade. Sup¬ 
pose then that the retail firms sell $10 billions 
of goods to households in a given period. 
These firms take this income and, in the course 
of their operations during the period, pay it 
out for inputs. Suppose then that the house¬ 
holds (including the owners of the retail 
stores) receive $2 billions as wage income, 
interest income, and profits, and that the 
manufacturing firms receive $8 billions for 
their products. Then suppose that the raanu- 
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facturing firms disburse their $8 billion income 
as follows: $3 billions for households’ inputs 
and $5 billions to agricultural firms for ma¬ 
terials. Suppose finally that the agricultural 
firms, buying products from no other firms, 
disburse their $3 billions of income as pay¬ 
ments for households' factor-service inputs. 
The total amount of income received by house¬ 
holds is $2+3 + 3 billions or $10 billions, 
which is precisely the value of the products 
bought by the households from the retail 
firms. Every out-payment, from households on 
down to the agricultural firms, became house¬ 
hold income in the end. The amount of net in¬ 
come for the period is $10 billions rather than 
the $3 billions spent by manufacturers on 
agricultural products plus the $8 billions by 
retailers on manufactured products plus the 
$10 billions spent by households on retail 
products—or $23 billions in all. The latter 
figure contains double counting to the extent 
of $13 billions because it overlooks the fact 
that every purchase of one firm from another 
is ultimately paid out as money income to 
household owners of factor services. 

Now let us work ’’forward'’ with our ex¬ 
ample. Agricultural firms sell their primary 
products to manufacturers for $3 billions. 
Manufacturing firms process these materials 
with households' factor services and sell the 
resulting products to retailers for $8 billions. 
But of this $8 billions, $3 billions represent 
the agricultural value; the manufacturers have 
add'd only $3 billions of value to the original 
materials. Thus the $8 billions represents the 
whole value of production at this point, 
through both stages. We obtain the $8 billions 
either by taking the sales value of the products 
at the second stage or by adding the value 
add'd at each stage—$5 + 3 billions. There is 
one more stage, the retail one. Here the goods 
are sold to households for $10 billions. This 
figure, which represents the value of final 
products for the period, is the national income 
or net product. It is also the sum of the values 
add'd: $3+3 + 2 billions. 

As we know from our analysis of Chapter 23, 
the above illustration assumes that there is 
no net saving or investment in the economy; 
the amount of capital-depreciation or dissaving 
is just balanced by the amount of replacement 


capital or saving. For a progressive-dynamic 
economy our illustration would have to be 
mended to allow for net capital formation or 
for net capital consumption. In this case the 
total net value of output would become greater 
or less than the $10 billions in our example. 
But always the net value of output (value 
added) would be equal to the sum of the in¬ 
comes received by the household owners of 
the factor services, as in the stationary example 
above. 

(3) Secular and Cyclical Movements in the 
Economy as a Whole. In the United States there 
are changes over time in the over-all pattern of 
economic-political wants including the urge 
for leisure, the desire for a certain physical 
standard of consumption, the desire for in¬ 
dividual accumulation of savings, the desires 
for security and freedom, and the methods of 
attaining power and social esteem. All these 
things influence the rate at which natural re¬ 
sources arc prospected for and used up; the 
rate of population growth; the percentage of 
the population employed; the length of work 
periods; and the rate of capital accumulation. 
As social standards change and as, thereby, the 
basic economic "givens" change, all these 
things interact on each other, as shown in 
Chapter 23. We shall point out some of the 
more important of these changes and inter¬ 
actions when we come to look at the results 
of economizing in America. It is enough to 
note here, that like the rainbow trout popula¬ 
tion of New Zealand lakes after the ongina 
fingerlings were brought there from the United 
States, the secular economic-political progress 
of the United States during the nineteenth 
century and the early part of the twentieth 
was spectacular, both in quantity and in 
quality. Aided by immigration and inflows 
of capital from abroad, expanding supplies 
of money, and by numerous technological 
changes, population and capital grew rapidly 
and facilitated the exploitation of a rich new 
continent. The over-all propensity-to-consume 
curve, whose position and slope was always 
such as to make for net saving at any one time 
appears to have shifted successively upward as 
standards of living rose. The inducement to 
invest under all these circurnstances w^ secu 
larly sufficient for a rapidly expanding na 
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tional product. Long-run price expectations 
were fundamentally stable in spite of occa¬ 
sional cyclical aberrations. 

The cyclical fluctuations are not to be 
ignored. Although before the 1930's the secular 
trend was as noted above, there were spurts in 
investment and slumps of disinvestment— 
periods during which price expectations turned 
elastic upward, producing inflationary condi¬ 
tions, and other periods of deflation, with ex¬ 
pectations elastic downward. These changes, 
along with the great advances in technology 
(which led to large increases in the scales of 
plants in many industries), had a great deal 
to do with the growing effort by firms to 
protect themselves against the downward 
movements—an effort which resulted in perva¬ 
sive oligopoly-oligopsony and monopoly¬ 
monopsony in these fields and which in turn 
led to the decline of atomism among house¬ 
hold sellers of labor. 

The effects of the wars in which the United 
States has been engaged—particularly the 
Civil War and the two world wars—must also 
be recognized as stimulating the advance of 
technology, the formation (as well as destruc¬ 
tion) of capital, and the extension of oligopoly. 
The wars also resulted in notable inflations, 
followed (after a decade or more) by equally 
severe deflations. 

(4) The Effects of Mixedness. With these 
brief views of the American economy's internal 
relationships and movements as a whole, let 
us finally direct our attention to the thing 
which we said distinguishes it so importantly 
from our model economies—the fact that, 
economically speaking, it is a mixed economy. 
We are interested here in three related ques¬ 
tions: In the mixed economy, (*) how flexibly 
and quickly are inputs and outputs in par¬ 
ticular industries adjusted to changes in house¬ 
holds' preferences, new inventions or innova¬ 
tions, or newly acquired resources? (>) how 
rapidly does the whole economy progress up¬ 
ward? and (c) how violently does it fluctuate 
cyclically? 

(a) Internal Adjustment to Particular Changes in 
the Basic Determinants. In Atomisia, we recall, 
the slightest change in any of the "givens' 


found 


a sensitive response in the pattern of 


production. When a group-household demand 


curve for a product shifted left or right, the 
price of the product fell or rose, thus causing 
fewer or more factor services to be employed 
in its production. At the same time, unless 
there were general changes in the demand for 
all products, there were compensatory changes 
in the outputs and inputs for other products. 
Since the firms' MC curves were steeply posi¬ 
tive, the percentage changes in prices were 
considerably greater than the percentage 
changes in outputs and inputs. In Monocompia 
there was a good deal of this flexibility also, 
and the relationships between extent of price 
change compared to change in outputs and 
inputs was much the same. But in Oligopia 
and Monopia there was no such responsiveness 
to changes in the determinants. The firms in 
these economics had MC curves that were 
flattish or that even sloped negatively in the 
relevant portions. The demand curves of 
Oligopian firms were kinked and were ac¬ 
companied by discontinuous MR curves. The 
demand curves for the products of Monopian 
firms were relatively inelastic, although not 
kinked. If the MC curves of Oligopian firms 
moved down or up because of technological 
changes or because of shifts in the factor- 
service supply curves, there was no change in 
price or output unless the shifts in MC curves 
were big enough to bring them out of the gaps 
of the MR curves. If the MC curves of Mon¬ 
opian firms shifted up or down, price and out¬ 
put did change in the usual (opposite) direc¬ 
tions, but the percentage change in output was 
bigger than in price. If the household demand 
curve for the product of a group of Oligopian 
firms shifted right or left, there was little or 
no change in price but a substantial change in 
output and input. Similarly with Monopian 
firms. 

Now in the United States some groups of 
firms operate as in Atomisia, some as in Mono¬ 
compia, some as in Oligopia, and some as in 
Monopia. In agriculture the firms respond as 
in Atomisia; in retail trade as in Monocompia 
and Oligopia; in transportation and public 
utilities as in Oligopia and Monopia; and in 
the other industries mostly as in Oligopia 
Sensitivity to changes in the basic determinants 
then exists only in the sectors of the economy 
Where competition (pure or monopolistic) 
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prevails; in the other sectors there is a lack of 
flexibility. 

Because of chese facts it is impossible to 
conclude that the economy’s resources are 
quickly and fully allocated in accordance with 
households’ wishes as expressed in the markets. 
The true cost alternatives are not usually pre¬ 
sented to the households. Whatever the distri¬ 
bution of income among the households (the 
distribution is very important in determining 
how the households' wants are expressed), it 
cannot be said that the total American income 
has a composition that accords with these 
expressed wishes. Old industries whose prod¬ 
ucts become relatively unwanted hang on and 
refuse to die as rapidly as they would under 
competitive conditions. New industries, in 
the absence of a pioneering price-cutter like 
Henry Ford, do not expand as rapidly as might 
be expected. 

(b) Economic Progress. When the basic de¬ 
terminants of over-all economic-political ac¬ 
tivity—wants, resources, technology, and 
social organization—are variable, such eco¬ 
nomic progress as may exist in the economy 
follows from the decisions of firms' officers, 
apart from government decisions. From the 
purely economic standpoint, as we have 
learned, the interest rate which any firm has 
to pay must be in such a relation to the ex¬ 
pected net MRP of new investment that at 
least normal (discounted) profits can be ex¬ 
pected. The expected yield or net MRP of 
investment depends on expected technological 
conditions and on the position and the elastic¬ 
ity of the expected product-demand curve. 
The expected demand for the product depends 
on the firm’s idea of the households' prefer¬ 
ences and on the general propensity to con¬ 
sume (which depends mainly on the distribu¬ 
tion of households’ incomes). We have also 
learned that considerations other than purely 
economic ones—such as the desire for power 
or for security through non-profit means 
may influence firms* decisions, including the 
decision on whether or not to net-invest. 

Our question now is. In view of the forces 
which influence firms* investment decisions, 
what is the nature of economic progress in 
a mixed economy like that of the United 
States? Is it even and balanced or is it the 
reverse? 


In trying to answer this question, we shall 
consider the interest rate as given to all firms. 
That is, as previously stated, no matter how 
large a corporation is, it cannot affect the 
pure rate of interest on long-term investment 
in the economy as a whole. The question above 
then makes two questions: (1) Given the rate 
of interest and given an expected discounted 
net MRP of new investment at least as high 
as the interest that must be paid on loans 
necessary to pay for the new capital, do firms 
tend to net-invest in the mixed economy? 
(2) Given an unfavorable relationship be¬ 
tween the interest and the discounted net 
MRP, how hard and successfully do firms in 
this economy try to raise the net MRP curve 
so as to make new investment profitable? 

In answer to the first sub-question we may 
say that American atomistic firms appear to 
respond as sensitively to opportunities for 
new investment as the firms of Atomisia and 
Monocompia responded; and the oligopolistic 
and monopolistic firms appear to respond as 
insensitively as the firms of Oligopia and 
Monopia. That is, given the conditions favor¬ 
able to net new investment, there is a tendency 
for expansion to be more rapid and certain 
among the atomistic sectors of the economy 
than among the monopolistic segments. In 
short, there is a tendency for economic progress 
to be unbalanced as between the two mam 
(atomistic and non-atomistic) parts of the 


rconomy. 

Whether or not this tendency becomes an 
ictuality depends on the nature of the answer 
:o the second sub-question. Here the oligopo¬ 
listic-monopolistic sector seems to hav £. a 
listinct edge on the atomistic sector. The 
itomistic firms do not have the knowledge or 
he financial resources to improve technology 
/ery much or to engage in extensive adverti¬ 
ng, in order to raise the net MRP curves o 
nvestment for themselves. The other firms do. 
k Ve must focus on technology here because 
idvertising-selling methods do not greatly 
iffect over-all demand. As in Oligopia, it 
;eems true in America that much research and 
invention takes place, in conjunct.on with the 
latent laws, in order to prevent another firm 

rom obtaining the invention rather than in 
irdcr to use the innovat.on. Research .sabo 
andertaken to discover ways of gett.ng 
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around" a rival’s patents. Nevertheless, as in 
Oligopia, a good many innovations are put 
into effect in these industries; they lower cost 
curves and increase profits without having 
much influence on price. Furthermore, the 
machine-building firms seek technologically 
improved machines in order to sell them to 
the other firms. This is the main way in which 
atomistic firms like farmers obtain innovations. 

In view of the above it is doubtful that the 
tendency for economic progress to be greater 
among the atomistic firms become* an actual¬ 
ity. In spite of a greater general insensitivity 
to changes in the price of loan funds, the 
oligopolistic corporations exhibit a larger use 
of innovations, and the rate of economic prog¬ 
ress appears on balance to be greater in this 
part of the economy. Among some monopolists, 
however, the rate appears to be relatively 
slow. Thus the building industry has been far 
from eager to seek for and use innovations and 
to net-invest on a large scale. So also were the 
railroads until stung by the competition of 
airplanes and trucks. 

Thus the mixedness of the economy appears 
to make for somewhat unequal rates of change 
among certain different groups of firms. 

(c) Cyclical Fluctuations. It is perhaps in 
cyclical fluctuations that the mixed nature of 
the American economy has its greatest effects. 
We recall that Atoraisian conditions resulted 
in upward and downward swoops of spectacu¬ 
lar extent although of relatively brief dura¬ 
tion; under the influence of crowd psychology 
the atomistic firms had price expectations that 
were almost always elastic and were alter¬ 
nately upward and downward; and the mone¬ 
tary effects of these expectations were almost 
always unstabilizing. In Monocompia the 
fluctuations were not very much less severe. 
In Oligopia and Monopia, however, the price- 
level changes were somewhat smaller under the 
prevailing ‘security’’ arrangements; price ex¬ 
pectations were not always so clastic, unstabi¬ 
lizing monetary effects were not quite so much 
in evidence, and the economies moved through 
time without quite so much upward or down¬ 
ward deviation from the secular trend. But the 
duration of the depressions and booms was 
considerably greater. And there were con¬ 
siderable fluctuations in output and employ¬ 
ment. 


In view of these things it might at first 
appear that in the American mixed economy 
the monopolistic and oligopolistic parts woulJ 
move relatively smoothly through time and 
that the atomistic parts would swing cyclically 
above and below this core in crack-thc-whip 
fashion. In terms of product-price fluctuations, 
this does seem to be true. But in terms of output 
and employment fluctuations, the reverse seems 
to take place. Furthermore, for purposes of 
cyclical analysis, there is no clear-cut Jivision 
of firms into monopolistic and atomistic 
groups. 

On this last point, as we saw in one of 
our first discussions of business cycles, an im¬ 
portant division among firms is the one be¬ 
tween those producing consumption goods 
and those producing capital goods. This divi¬ 
sion does not correspond to the atomistic- 
versus-oligopolistic-and-monopolistic group¬ 
ings; there is some atomism among firms mak¬ 
ing producers' goods as well as among firms 
selling consumption goods, and there is also 
oligopoly or monopoly in each division. We 
recall that the first break during a business 
boom comes in the producer-goods industries; 
the demand for capital goods becomes satu¬ 
rated (shifts far leftward) after the gestational 
period of innovations, and unemployment and 
a decline in buying power result. This develop¬ 
ment takes place, particularly in an economy 
of advanced technology, in spite of oligopoly 
among the capital-goods firms. (Moreover, it 
is true that oligopoly among the consumption- 
goods firms helps to prevent the absorption or 
reemployment of the workers in those firms.) 
Because of all these facts we cannot describe 
American business cycles merely in terms of 
an atomistic tail weaving wildly behind a 
steady oligopolistic head. 

In respect to the difference between price and 
employment fluctuations in the two sectors 
of the economy, the two parts interact upon 
each other during the business cycle. We 
recall from our discussion of price-output- 
input inter-relationships that when product- 
demand curves shift considerably, the atomistic 
firms respond with large changes in prices and 
very small changes in output and input, whereas 
among oligopolistic or monopolistic firms 
the opposite result obtains—small changes in 
prices and large changes in output and input. 
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TABLE 

71 


Changes in Prices and Outputs, Selected Groups oj Firms, 1929-1932, 1932-37 


Firm Group 

Percentage Decreases. 1929-32 

Percentage Increases. 1932-37 

In Prices ol 
Products 

In Output 

In Prices of 
Products 

In Output 

Agriculturol implement! 

14 

84 

9 

84 

Motor vehicles 

12 

74 

2 

64 

Iron and Steel 

16 

76 

20 

67 

Form products 

54 

1 

36 

8 


Source: Nolionol Resources Committee. The Structure of the Amerkon Economy, Government Printing Office, Washington, 
1940. VoU, p. 386. 


These differences are well illustrated by the 
data presented in Table 71. We see there that, 
after the great leftward shifts in demand curves 
that occurred during the 1929-32 depression, 
the price declines for the products of three 
leading oligopolistic industries were small 
compared to the price decreases among agri¬ 
cultural firms; but in the same period the reduc¬ 
tion in output among the oligopolistic firms 
was tremendous compared to the negligible 
change in agricultural output. In the 1932-37 
period of business upturn, the same compari¬ 
sons obtain in the opposite direction. 

These differences may be interpreted as fol¬ 
lows: Prices turn downward at the end of a 
boom partly because of insuflicient effective 
demand for the consumption products which 
the firms, after the installation of innovations, 
are now equipped to produce. Effective de¬ 
mand is insufficient partly because of unem¬ 
ployment among the capital goods firms after 
the new machines have been made. Then price 
expectations become increasingly elastic down¬ 
ward in the atomistic part of the economy; the 
atomistic firms and households try to substi¬ 
tute money for goods (hold idle cash balances 
instead of goods), so chat there is a downward 
unstabilizing monetary effect. At the same 
time, banks decrease the quantity of money. 
The atomistic part of the economy is big 
enough to affect the whole economy signifi¬ 
cantly. Then to the original leftward shifts of 
demand curves for capital goods and consump¬ 
tion products are added further successive left¬ 
ward shifts. For the atomistic firms, whose 
supply curves are relatively very inelastic, 
these shifts in demand curves mean large rops 


in product prices and very small drops in out¬ 
put. For the oligopolistic and monopolistic 
firms, whose supply curves are very elastic, 
the leftward shifts in the demand curves make 
for very little price decrease and large reduc¬ 
tion in output. For each group of firms there 
is a large decrease in money income—for the 
atomistic firms because of the price decreases, 
and for the other group because of the output 
reductions. These two income reductions inter¬ 
act: The decreases in income among the atom¬ 
istic firms shift leftward the demand curves 
for the oligopolistic-monopolistic firms’ prod¬ 
uct; and the decreases in income among the 
latter group shift leftward the demand curves 
for the products of the atomistic firms. These 
interactions persist so long as price expecta¬ 
tions continue to be elastic downward in the 
atomistic part of the economy. When finally 
the depression ends and price expectations turn 
elastic upward in the atomistic sector of the 
economy, the above analysis applies in the 
upward direction. 

Thus with respect to cyclical fluctuations 
the mixed nature of the American economy 
makes for different results in the atomistic 
and non-atomistic sectors: Real output does 
not fall or rise very much in the atomistic 
part but prices do, while in the non-atomistic 
part real output falls and rises greatly but 
prices do not. Does it follow that, if prices 
were made flexible in the non-atomistic part, 
the changes in output would be much smaller, 
so that in the economy as a whole real income 
and the employment of resources would no 
fall much during a downswing or rise muc 
during an upswing? 
















THE PROCESS Of ECONOMIZING 


875 


The answer appears to be mainly "no,” for 
the following reasons: (1) Insofar as the 
oligopolistic firms produce durable capital or 
consumption goods, the durable nature of 
these products, the wave-like introduction of 
innovations, and the decline in consumption 
spending make it inevitable that, without 
compensating government investment at the 
end of the boom period, there will be large 
leftward shifts in the demand curves for these 
firms’ products. Since these shifts arc very 
pronounced, it is not likely that a moderate 
reduction in price down the shifted demand 
curve would restore output to the level that 
existed on the former demand curve at the old 
price. Chart 137 illustrates this point. The 
demand curve before the end of the boom is 
shown as D\. At that time the price is repre¬ 
sented as 0P X and the output as ON i. Then the 
demand curve shifts leftward to D-. At price 
OP i the output is then reduced to 0.V-. An 
enormous price reduction to OP* down the 
new demand curve from K- to K 3 would be 
required to maintain the output at 0N t . If the 
leftward shift of D i were even larger, as it 
might well be, no amount of price reduction 
could maintain an output of 0N X . To what¬ 
ever extent the new demand curve is not 
vertical (zero-elastic), of course, a price reduc¬ 
tion of any amount will keep the output from 
falling as much as it does if the price is held 
at OP |. (This analysis well illustrates the use¬ 
fulness and the necessity of distinguishing shifts 
in demand or supply curves from movements up 
or down a given demand or supply curve.) 
But for maintenance or near-maintenance of 
previous output the price decrease would have 
to be very large—so large that the price would 
be far below average total cost, probably below 
average variable cost. Faced with such pros¬ 
pects, the firms prefer to hold prices up. They 
figure to lose less money with a "high” price 
and small output than at a low price and 
larger output. In other words, profit expecta¬ 
tions would be less unfavorable at the higher 
than at the lower price. 

(2) As we learned from our study of business 
cycles in Atomisia, the fall or rise in output or 
real income as a whole can become terrific in 
spite of atomistic price flexibility if price ex¬ 
pectations remain elastic downward or upward 
for considerable periods. Such movements are 


CHART 

137 


Price Flexibility in the Capital 
Good Industries 



likely in a great mass of economic atoms be¬ 
cause of the way in which mass moods of 
pessimism or optimism spread and take hold 
when there is no stabilizing element to 
cling to. The unstabilizing monetary effects 
engendered by such expectations cause all 
demand curves to shift left or right by per¬ 
centages that arc much too large for price- 
flexibility (down or up the new demand 
curves) to surmount. 

The above statements must be considered 
rather tentative, for economic knowledge is 
not yet sufficiently advanced for us to reach 
definite, unequivocal conclusions. But there is 
one more important matter for us to consider: 
The above tentative conclusions have to do 
with the severity as distinguished from the 
Juration of American business cycles in com¬ 
parison with Atomisian cycles. It may well be 
true that oligopoly-oligopsony and monopoly¬ 
monopsony tend to make the American econ¬ 
omy more stable than one in which universal 
atomism exists; that is, the gyrations or per¬ 
centage changes in the price level and in out¬ 
put may well be smaller in the United States 
than in Atomisia. But in respect to the duration 
of cycles in the two economies, it appears 
probable that the American cycle is consider¬ 
ably longer. This is because in the United 
States some prices are flexible and others are 
not. Some price expectations are likely to be 
very elastic and others much less so. As a 
result, a great deal of distortion develops, both 
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in the downswing and in the upswing, in the 
relationships between the two sets of prices. 
And considerable time has to elapse in both 
periods to remove the distortions and to 
achieve a balanced, ‘ normal" relationship. 
In an Atomisia, on the other hand, price ex¬ 
pectations are relatively uniform when elastic 


downward or upward. All prices are flexible 
and swoop downward or upward pretty much 
in step with each other. There, because price 
relationships do not suffer much distortion, 
the business cycles, although very severe when 
price expectations are elastic, can be of com¬ 
paratively brief duration. 
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41 The Process of Economizing (continued) 


B. Peace-time Economizing ( Continued ) 

4. The Economizing of American Government 

We come now to a discussion of the third 
economic-political unit in American society— 
government. (In most of our treatment "gov¬ 
ernment” will mean the federal or supreme 
agency, though much of our survey will be 
applicable also to state and local governments.) 
We must now remove our assumption that the 
role of American government is a given datum. 

So far as private-enterprise economies arc 
concerned—i.e., except for Dictatia and Rule- 
nia—this concern with government's econo- 


rnment 


B. Peace-time Economizing (continued) 

4. The Economizing of American Government 
a. The theory of government economizing 
(1) Objectives and methods of democratic 

S jvcrnmcnt 

ossible effects of government’s eco¬ 
nomic decisions 

(a) The allocation of resources 

(b) The distribution of income 

(c) Economic progress 

i. Taxation versus borrowing 

ii. Taxation and the size of income 

(d) Extent of resource-utilization 
i. Promoting full utilization 
ii. Some economic principles m re¬ 
spect to government debt 

iii. Combating inflation 
(>) The economic problems and decisions of 
government 

(a) Allocating a given amount of outlay 
among alternative uses 

(b) Deciding how to obtain the fund. - 
for expenditure 
i. The nature of the “inputs'’ 
ii. The solution of the problem 

(c) Deciding what amount of funds to | 
obtain and spend 

i. The decision under full resource- 
utilization 

ii. The decision with less than full 
employment 

(d) The distribution of income in rela¬ 
tion to government's decisions 
(4) Summary 
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mizing marks a new departure for us. In our 
four private-enterprise economies we ignored 
any possible government relation to economic 
life except to say that the role of government 
was one of laissez-faire —one of merely enforc¬ 
ing the few, simple rules of the privately 
played economic game. In other words, we 
disregarded the fact that, however minor the 
role of government, there were economic prob¬ 
lems that were peculiarly those of government: 
The government, in behalf of the households, 
had to obtain certain revenues and allocate 
them so as to help achieve the households' 
objectives. But in real-life America we can by 
no means ignore this economizing of govern¬ 
ment. The United States is a country in which 
the economic decisions arc made preponder¬ 
antly by private economic units. Nevertheless 
government has made important economic- 
political decisions almost from the beginning; 
and whether Democratic or Republican, it has 
become involved more and more in economic 
affairs. In this chapter we shall discuss the 
theory of government economizing in an eco¬ 
nomic and political democracy, and in Chapters 
42 and 43 we shall consider the economic- 
political decisions of American government. 

a. The Theory of Government Economizing 

(1) Objectives and Methods of Democratic Gov¬ 
ernment. Let us first review briefly the nature of 
government. It is the organization of supreme 
authority developed by the households for 
the achievement of certain objectives which 
seemed unattainable by private action alone. 
These goals included protection of the house¬ 
hold members from coercion from within and 
without the economy; control of various 
economic-political units; and, in general, the 
maximization of over-all welfare and want- 
satisfaction. 

As the supreme economic-political unit, 
then, the task of the government in our theory 
is to help the households gain the general 
economic-political ends they believe in. It 
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tries, ideally, to have total economic-political 
welfare or want-satisfaction distributed among 
the households in accordance with the priori¬ 
ties they have approved. It tries to help allo¬ 
cate the nation's economic-political resources 
in accordance with their wishes. And it tries 
to help achieve full utilization of the nation's 
available economic-political resources. 

This three-fold objective is broader than 
any statement of purely economic goals. For 
government is inevitably more than an eco¬ 
nomic unit. Among the gooJs on which it allo¬ 
cates its own resources are social values not to 
be measured in merely economic-terms—goods 
such as freedom, security, and stability. The 
resources to be allocated are more than merely 
economic; they are not only the government s 
income but also the social and political ener¬ 
gies and abilities of the society. Many of the 
goods that government "produces"—such as 
freedom, education, police protection, and 
forest conservation—are not bought and sold 
in markets at prices determined in the manner 
described for privately produced goods. The 
government thus has, for these products, no 
market-determined expression of households' 
wants to be guided by. Even if it had, it might 
not wish to be guided by these dollar votes, for 
the votes are cast in markets in accordance 
with the prevailing distribution of income, 
and the government might believe from non- 
market sources that a majority of the house¬ 
holds were not satisfied with this distribution. 
No, a western-democratic government, as a 
political as well as an economic unit, is in 
a position—and in theory is obligated—to 
pay attention mainly to another kind of votes: 
the political votes cast into ballot-boxes in 
free political elections, where the official rule 
is one vote per adult rather than one vote per 
dollar. In political as compared with economic 
elections the average wealthy household has 
no more votes than the poor household. The 
government may therefore disregard the elec¬ 
tion returns in the private marketplaces if the 
election returns in the public polling places 
seem to contradict them. Only the government 
is in a position to try to achieve the maximi¬ 
zation of want-satisfaction of all kinds. 

To say that the government is in a jxisition 
to try to achieve maximum welfare is of course 
not to say that in the real world it always will 


or doe* set its face toward this general goal. 
Therefore we must understand that, although 
supreme, a real-world government is in many 
ways very much like the households' labor 
unions and the households' business unions 
(the corporations and the associations of cor¬ 
porations). Government is not an abstraction. 
It is run by human beings who have the usual 
drives and desires for power, security, etc. 
Therefore we must say that the leaders or of¬ 
ficers of government may try to maximize the 
economic-political utility of the household 
members of the economy. Or they may try to 
maximize the economic-political welfare of 
only a certain "clique" or class or geographic 
segment of the society—i.e., the welfare of 
only those household members whom the 
leaders consider important from the standpoint 
of maintaining themselves securely in power. 
The leaders may really lead, or they may be the 
puppets of powerful private economic units 
who operate "behind the scenes." They may 
have long-range vision, or they may be the 
victims of social shortsightedness. Occasionally 
the government officials may be too visionary; 
they may be "do-gooders" who arc out of 
touch with households' wants or who think 
they know better than the households them¬ 
selves what's good for the households. Finally, 
ii is not impossible for government officials to 
be racketeers, interested mainly in plundering 
the country for their own profit, keeping them¬ 
selves in power and favor by a liberal applica¬ 
tion of the bread-and-circuses principle. 

In this chapter we shall assume that govern¬ 
ment tries to maximize the want-satisfaction of 
all the households in accordance with their 
wishes, as expressed by political votes in the 
polling places. We assume, moreover, that 
(a) the government tries to make its decisions 
in a rational way and (b') tries to teach the 
household-citizens to vote rationally in the 
polling places, by presenting to the voters 
adequate information on the costs and utilities 
of all the alternative governmental measures. 

(2) Possible Effects of Government s Economic 
Decisions. As has already been suggested in 
Chapter 37. the business of government .5 con¬ 
cerned with how much money to 
what projects and how much revenue to obtain 
from what sources. Before aaa'yz.ng the 
economic principles followed by a rat.onal 
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government in making decisions on the above 
matters, let us inquire briefly how government 
expenditure and government revenue-raising 
can affect, in the economy which the govern¬ 
ment rules, the four things that are of primary 
importance to us—the allocation of resources, 
the distribution of income, economic progress, 
and the extent of resource-utilization. 

The whole range of government revenue and 
expenditure measures which affect the above 
four things in the economy as a whole comes 
under the heading of what is known as fiscal 
policy. 

(a) Tie Allocation of Resources. Let us begin 
by considering our theoretical economy to be 
a stationary one in which conditions are such 
as to provide continuous full employment. The 
admission of government into the pattern of 
national economizing may affect resource- 
allocation in the economy as a whole in three 
main ways: First, when government collects 
taxes or borrows money from its household- 
citizens in order to obtain revenue for spend¬ 
ing, it substitutes its own expenditure for its 
own purposes in place of the private spending 
by the households for their own purposes. 
Insofar as the objects of government expendi¬ 
ture (e.g., education and roads) are different 
from the objects on which the private house¬ 
holds would have spent the money taken from 
them by government, the economy's allocation 
of resources is different; the government is able 
to buy the services of resources (labor and 
savings) that would have been employed 
for different purposes by the households. It 
must not be thought, however, that in a 
rational economy like the one assumed here 
such a diversion of resources is contrary to the 
households’ wishes. It is true that the house¬ 
holds own spending of the tax money would 
have resulted in a different allocation of 
resources. But usually this is because the alter¬ 
native objects of expenditure (products) pre¬ 
sented to the households by private firms 
would not have included certain goods like 
public roads, free education, and national 
defense. Wanting these things and yet being 
unable to buy them with dollar votes in 
private markets, the households express their 
wishes to their government with political 
votes; they use this method of telling govern- 
mcnc to alter the resource-allocation that 


would have resulted from wholly private 
spending. 

Second, some of the government expenditures 
may be devoted to improving the allocation 
of resources resulting from private spending 
itself. As we know from our studies in pre¬ 
ceding chapters, there is almost certainly a 
misallocation of resources to whatever extent 
monopoly and monopsony prevails in the 
economy. Firms which sell products under 
some degree of monopoly do not present to 
atomistic households the actual social-benefit 
price alternatives; monopoly product-prices 
differ from the purely competitive ones. Firms 
buying factor services under some degree of 
monopsony do not present to atomistic house¬ 
holds the social price-alternatives cither; 
monopsonistic factor-service prices differ from 
purely competitive ones. On the other side of 
the market, household labor unions do not 
present to atomistic firms the social supply- 
price alternatives. Rational government can 
do a number of things to eliminate monopoly¬ 
monopsony or its effects. It can try to "atomize” 
the selling of products and the buying and 
selling of factor services; that is, it can try to 

bust trusts." But the breaking of monopolies 
may be politically hazardous to government 
officials. And if carried too far, it may well 
have undesirable economic effects, such as the 
loss of the economies of large-scale operations. 
Therefore government may well decide to 
spend its "allocation" money on other 
measures—those that are, directly or indirectly, 
primarily of a regulatory nature. It may fix 
the prices charged by public utilities in accord¬ 
ance with The Rule. It may press for the 
standardization of products, thus increasing 
substitutability among the products made by 
an industry's" firms. It may, by broadcasting 
accurate information, try to increase house¬ 
holds' knowledge and mobility in buying 
products and selling factor services. It may 
establish government owned and operated 
plants to compete with private monopolies 
and furnish a "yardstick" or standard for 
private pricing and output decisions. It may 
try to make entry into an industry easier by 
requiring the abandonment of monopolistic 
control over productive factors and techniques. 
And so forth. 

Third, the allocation of resources may be 
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affected by changes in the distribution of in¬ 
come resulting from government fiscal opera¬ 
tions. The objects of government spending, as 
well as the sources from which, by taxation 
or borrowing, the government raises its reve¬ 
nue for spending, affects the distribution of 
income and thereby the allocation of resources. 
To whatever extent the distribution of money 
income in the economy, after the payment of 
taxes or the lending of money to the govern¬ 
ment by the households and after the spending 
of this money by the government, is different 
from what it would have been without these 
things, the money income, under its new dis¬ 
tribution, is spent by private households in a 
pattern which evokes a different resource- 
allocation. Thus, if after taxes and government 
spending thereof the 'poor" are relatively 
better off, the allocation will more nearly 
accord with their desires. Since the relatively 
low-income households are in the majority, 
their votes often induce government to effect 
some redistribution of money income. 

Fourth , some taxes, e.g., those levied on 
liquor and other products considered to be 
more or less socially harmful, directly affect 
resource-allocation by curtailing private ex¬ 
penditure on such products. Subsidies (govern¬ 
ment bounties to the producers or consumers of 
certain products) are negative taxes and tend, 
by encouraging the consumption of such prod¬ 
ucts, directly to push resource-allocation in 
those directions. 

Fifth , as we know, in the broadest sense 
resource-allocation and the size of income 
which depends thereon includes the house¬ 
holds' allocation of time between leisure and 
income and of money resources between con¬ 
sumption-spending and saving. Government s 
revenue-getting and spending may significantly 
affect these allocations. The fact is that, after 
the government has raised money and spent it 
in certain ways, the households then make 
their important decisions involving the equat¬ 
ing of the Alt/'s for leisure versus income and 
for saving versus consumption; and the alloca¬ 
tions and amount of want-satisfaction result¬ 
ing from these decisions may well be different 
from those which would have existed in the 
absence of the government measures. Consider, 
for example, the personal income tax, which 
makes households give to government parts ot 


their money incomes from working and saving. 
This tax discriminates in favor of leisure and 
consumption. It tends to make households 
whose labor-supply curves are negative work 
more and "loaf” less, for the tax amounts to 
a wage-rate cut. Households with positive 
curves tend to work less. By taxing the interest- 
income from savings, the levy tends to reduce 
the effective rate of interest. Households with 
positive interest-rate supply curves of savings 
tend to save less after such a tax is imposed; 
households with negative curves tend to save 
more, while those having vertical curves tend 
not to alter their savings after the tax.The over¬ 
all effect may well be to diminish the total of 
want-satisfaction from all goods including 
leisure and future goods. There may well be a 
loss of incentive to produce among the highly 
skilled, wealthier households, which are the 
chief subjects of the tax. 

Let us now consider the reasons why the 
households may rationally ask for a rc-allo- 
cation of resources by government. The house¬ 
holds may vote for any or all of the above 
re-allocation measures because they arc aware 
that only government is in a position (1) 
to recognize and eliminate or compensate 
for certain social costs involved in private 
economizing and (2) to recognize and achieve 
certain social utilities not attained under 
private economizing. In the first place, govern- 
ment can do something about the fact that the 
prices charged for many products by private 
firms, even under purely competitive condi¬ 
tions, do not include certain social costs. For 
example, the supply prices of steel products 
do not cover the nuisance to the community ot 
the smoke that belches out of the stacks o 
blast furnaces and open-hearth mills. Riv « r a " 
lake pollution and slum congestion and liltn 
arc other illustrations. Government can require 
private firms to eliminate these nuisances ana 
include the costs in the P r ^ ucc P r,Ce '*.° r lf 
can take over the plants and do the |t>b■ ««»■ 
In the .tend place, government >s the ch.ct 
agency which can do someth.ng about the 
fact that the prices consumers are wil'mg to 
pay for certain products (l.ke cducat on. Hood 
control, conservation, public health and 
national defense) do not a«urately measu^ 
the social utilities provided by such pro t 
The benefits of such goods go far beyond what 
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most households would be willing co pay for 
if che goods were offered by private firms in 
private markets. Government is the ideal 
agency for creating such products. Third, 
government is the most efficient producer of 
certain products. Unlike private firms it can 
distribute the benefits of a good like roads 
among the households without charging each 
household a toll for each mile of highway use. 
By its methods of taxation and expenditure 
the government may eliminate a great deal of 
administrative and distributive expense. Re¬ 
lated to this advantage is the fact that 
government, by virtue of its immense powers 
and financial resources, is often able to take 
much bigger risks, undertake much bigger 
ventures, and adopt a much longer-run point 
of view than any private firm or industry. 
The government, as representative of all the 
households in the economy, can, for example, 
provide unemployment compensation and 
bank-deposit insurance for all households— 
something no private firm would dare to try. 

Thus we sec how rational government can 
in general affect resource-allocation and why 
rational households vote that it shall 
do so. We understand also that government 
undertakes the approved measures in order to 
increase and, if possible, to maximize want- 
satisfaction for the households (from the al¬ 
location, "stationary” standpoint). 

(b) The Distribution of Income. Still looking 
at the economy from the stationary rather 
than "progressive” and "dynamic” points of 
view, let us now consider further the relation 
of government to the distribution of income 
and to the total of want-satisfaction which in 
part depends on income distribution. We have 
had several occasions already to point out 
that, other things equal, want-satisfaction is 
maximized when the money claims on want- 
satisfying goods arc no more or less unequally 
distributed than the capacity for enjoyment of 
want-satisfaction. Moreover, since the dis¬ 
tribution of enjoyment-capacity is impossible 
to measure, it is easiest, as well as logically 
reasonable, to assume that in a large economy 
of millions of households the capacity to 
enjoy is distributed in a very low degree of 
inequality. This is part of the democratic ethic. 
Iherefore, from this standpoint, the satis¬ 
faction-maximizing distribution of money in¬ 


come is one of equality. (Wc have found 
however, that, when the incentive to produce 
is considered, this conclusion needs consider¬ 
able modification.) 

Rational, knowing households realize that 
government is the only agency capable of ef¬ 
fecting the over-all distribution of income. 
Through its sovereign power to tax, govern¬ 
ment can make the distribution "after taxes" 
more or less unequal than it was "before taxes.” 
Through its power to spend the revenue on 
objects of its own choosing, it can largely 
determine the distribution of the benefits of 
its own spending. 

Taxes which in this fashion tend to make 
income distribution more unequal are known 
as regressive taxes. Examples are uniform sales 
taxes and excise taxes on necessity consumption 
products used by the bulk of households; such 
taxes curtail expenditure more among the 
low- than among the high-income households 
because the income elasticity of demand is 
higher for the poor" households. Taxes that 
tend to equalize income distribution after 
taxes arc called progressive taxes. The outstand¬ 
ing example is the personal income tax, under 
which the rate of taxation is much higher for 
the high than for the low income households. 

As already stated, because the relatively 
low-income households cast a majority of the 
political votes, rational government in our 
assumed society will, by its taxing and spend¬ 
ing measures, try to attain a more equal dis¬ 
tribution of spendable income. In carrying out 
this mandate in a democracy, government 
thereby tends to achieve a greater total amount 
of want-satisfaction. (But, as already noted, 
the voters and their government must always 
be mindful of the need for preserving adequate 
incentives to efficient production—incentives 
in the form of income differentials among 
households.) It also, as previously stated, 
tends to alter the over-all allocation of re¬ 
sources at the same time. 

(c) Economic Propress . Now let us abandon 
our assumption of stationariness (retaining, 
however, our assumption of the conditions 
making for full employment) and consider the 
general effects of government revenue-raising 
and of government spending upon economic 
progress, i.e., upon the growth of economic 
resources and national income. Here we must 
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deal with what happens to the households' 
allocations of time between leisure and work- 
for-income and of money resources between 
consumption-spending and saving. We shall 
find that some of the measures which looked 
desirable as ways of increasing the total of 
want-satisfaction in a purely stationary society 
must be used warily, if at all, by a rational 
government interested in increasing total want- 
satisfaction via enlarging the total quantities 
of resources. 

In order to do this, we must learn a little 
more about the various ways open to govern¬ 
ment for getting money to spend. The three 
main ones are taxes of various kinds; borrow¬ 
ing from the households; and the creation of 
additional money (either through the banking 
system’s purchase of new government securities 
by the setting-up of demand deposits to the 
government s account, or through the gov¬ 
ernment’s printing of additional currency). 
Because we are still assuming full-employment 
conditions and because the creation of new 
money might mean price inflation, we shall 
defer consideration of this third source of 
funds until our '’dynamic'' discussion. We 
deal here only with the main kinds of taxes 
and with borrowing from the households. 

Taxation versus borrowing. As we have learned, 
when the government taxes its households, 
it substitutes its own spending for theirs 
(unless the government hoards the tax reve¬ 
nues, a possibility ruled out by our assump¬ 
tions). There is a transfer of spending power 
from the private to the public sector of the 
economy. The same general result obtains 
when the government sells its new securities 
to households. But there arc also some differ¬ 
ences in the economic effects of the two meas¬ 
ures for obtaining money to spend. The gov¬ 
ernment merely takes the tax money, leaving 
nothing but a non-negotiablc receipt. No 
interest is paid to the households for this 
transfer of funds. But borrowing involves the 
later payment of interest to the households. 

Now from the standpoint of economic 
progress the questions are: 00 Can govern¬ 
ment step up or slow down the rate of economic 
progress by taxation or borrowing? W W hicn 
measure tends to increase or retard saving and 
net capital formation the more? Let us consider 
first the effects of borrowing. The offering of 


new securities by government means a net- 
rightward shift of the economy’s demand 
curve for loan funds. The interest rate tends 
to rise. But, since we have posited a vertical 
supply curve of savings (the over-all response 
of household saving to changes in the interest 
rate is zero), the households save no more 
than before. But there may be a shift from 
the purchase of private firms’ new securities. 
Private investment will be curtailed at the 
expense of government investment. This may 
or may not be desirable. Presumably a rational 
government, operating in accordance with 
principles to be set forth later, will have de¬ 
cided that the shift makes for a net gain in 
want-satisfaction. But in any case the relation 
between consumption-spending and saving 
is not changed. 

In comparing the above with the effect of 
taxation, we may say at once that the over¬ 
all reaction of households will be different. 
Under taxation the households as a whole 
experience a reduction in disposable income, 
and they will have to balance anew, after 
taxes, the AlU’s of consumption and saving. 
In order to know which of these two income- 
uses suffers the more, we have to know what 
kinds of taxes arc being considered. Regressive 
taxes fall most heavily on consumption; 
steeply progressive taxes on saving; and mod¬ 
erately progressive taxes perhaps evenly on 
the two. In the first case, there need not be 
a tendency to retard the rate of capital forma¬ 
tion. In the second, this tendency docs exist; 
and in the third also, to some extent. In the 
latter cases the tendency may manifest itself 
through a rise in the interest rate (because ot 
a leftward shift in the supply curve of new 
savings), which may discourage new private- 


vestment. 

But these arc merely tendencies. We canno^ 
II whether in the economy as a whole 
here government spending is important t ic 
te of economic progress is slowed down, 
celcratcd, or just maintained until we know 
ic uses to which the government puts tre¬ 
nds obtained by taxation or borrowing- 
,c funJs go entirely into investment channels 
■such as road building, harbor improvement 

dam and power-plant construct.on-thcrc 

ill be at least no diminution m the rate o 
-eal" net capital formation. And there m y 
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be a considerable increase if the funds came in 
significant part from households which would 
have used them for consumption spending. 
On the other hand, if government sends funds 
that would have been privately saved-invested 
into mainly consumption channels, the rate of 
economic progress will be retarded. 

(d) Extent of Resource-Utilisation. Govern¬ 
ment obtains funds for spending in a real world 
characterized by the conditions which we have 
learned make for economic fluctuations and 
possible secular stagnation at low levels of 
resource-utilization. Any rational government 
in an economic and political democracy must 
perforce be concerned with (1) measures aimed 
at achieving and maintaining the full em¬ 
ployment of resources; and (2) once full 
employment has been reached, measures aimed 
at preventing price inflation. 

We know that significant unemployment of 
resources can be removed only if conditions 
(price expectations, quantity of money, etc.) 
are such that a sufficient increase in total 
spending takes place in the economy as a 
whole. On the other hand, once full resource- 
utilization has been achieved, a further in¬ 
crease in total spending results only in an 
inflation of the price level. The questions then 
arise, what can government do in the first case 
to increase over-all spending and in the second 
case to hold or reduce total spenJing as 
needed? 

(i) Promoting full utilisation. In any real- 
world private-enterprise economy total spend¬ 
ing per period equals total spending by private 
economic units (consumption spending by 
households plus investment spending by firms) 
plus the expenditure by government on prod¬ 
ucts and factor services. Given favorable ex¬ 
pectations, an increment in total spending from 
any of these three sources during a period of 
resource-unemployment has multiplier effect* 
on the national real and money income; and 
if the increment is large enough and there 
are no counteracting conditions (see below), 
full employment will be reached, with a 
national real income as large as is permitted by 
available resources and technology. 

Let us suppose that conditions are such that 
private spending is on the decline and unem¬ 
ployment is increasing; there is a business 
downswing. Then if government increases its 


own spending enough without causing a 
further drop in private spending, the down¬ 
swing can be halted and an appropriate up¬ 
swing induced. 

But we must be very clear on the meaning 
of the clause "government increases its own 
spending." This increase has to be an excess of 
gross government expenditure over total gov¬ 
ernment revenue from taxes. In other words, 
the government must have a budget deficit. 
For if, starting with a balanced budget, the 
government, say, doubled its gross spending 
and at the same time doubled its receipts from 
taxation, there would (except for the situation 
mentioned in the next paragraph) be a decline 
in private spending (because of the tax pay¬ 
ments) |ust equal to the increase in government 
spending. This would mean no increase in 
over-all spending. So the government has to 
spend more than it receives; it has to go "into 
the red." And if it does so sufficiently, with no 
induced further decline in private spending, 
full employment will be attained through the 
increased outputs and inputs of firms whose 
product-demand curves have been made to 
shift rightward. 

The only situation in which deficit spending 
by government would not be required in order 
to increase over-all spending during a depres¬ 
sion is that in which the tax increase which 
matches the gross-expenditure increase comes 
out of households' and firms' hoards of money. 
In other words, to the extent that government 
obtains and spends money (through taxing) 
that otherwise would not have been privately 
spent during the period, there need be no 
budget deficit. 

Let us assume that no such private hoards 
can be tapped. In this event government has 
one other main source of funds—the creation 
of new money. Additional needed quantities 
of money can be obtained in two main ways: 
(*/) The government may sell new securities to 
the banking system, which creates new demand 
deposits in order to pay for the securities. 
This method adds to the government's interest- 
bearing debt. (£) The government may simply 
print new notes or paper currency and use it for 
spending. This method is sometimes said to 
involve the creation of non-interest-bearing 
debt. & 

But cannot the government borrow from 
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households rather than banks to finance the 
deficit? No, not unless the households which 
buy the new government securities would 
otherwise have hoarded the funds. In other 
words, for the present purpose government 
borrowing from households has the same effect 
as taxation, and the same reasoning applies. 

It should be clearly understood that, given 
the need for a budget deficit, this deficit repre¬ 
sents a relationship between government revenue 
and government expenditure. It is the amount 
of the deficit, not the absolute amounts of tax 
revenue and expenditure, that is important. 
This means that the deficit can be arranged 
either by holding revenue constant and raising 
expenditure or by decreasing taxes and holding 
spending constant or by some combination of 
reducing taxes and increasing expenditures. 
Each method has certain costs and utilities 
which will be reviewed in a later chapter. 

At several places above we qualified our 
statement that deficit spending by government 
can offset a decline in private spending with 
the clause "if private spending is not further 
adversely affected thereby." It must be realized 
by rational government that this possibility 
does exist. Two main ways (others will be 
mentioned in our discussion of United States 
government financing) are: (<*) Unless the re¬ 
serve requirements are relaxed or other meas¬ 
ures arc taken to increase bank reserves, deficit 
financing through demand-deposit creation by 
the banking system tends to raise the rate of 
interest and thereby may well discourage the 
investment spending of private firms. (£) The 
price expectations of households and firms 
may be adversely affected, perhaps chiefly be¬ 
cause of uncertainty about government success 
and solvency. 

(ii) Some economic principles in respect to gov¬ 
ernment debt. Let us look for a moment at this 
matter of government solvency and at other 
matters related to the government debt. The 
debts of a government may be owed to the 
private economic units or to the governments 
of other nations; or they may be owed to the 
private households and firms of the govern¬ 
ment’s own country. We are concerned here 
almost wholly with the latter case—that of 
-internal-debt." This debt may have been 
created by borrowing from the households 
or from the banks. 


Our interest is in three questions: ( a ) Can 
a government go bankrupt from an internal 
debt? (b) Does the "servicing" of (including 
interest payments on) an internal debt consti¬ 
tute a burden on the economy? (c) Can a 
nation's government shift the costs of govern¬ 
ment spending to future generations by govern¬ 
ment borrowing? 

Concerning the first question, there are 
several mistaken notions. A large, rising na¬ 
tional debt is said by some to presage financial 
disaster or other dark events. Others believe 
that the size of the debt matters only if the 
funds obtained by borrowing are not invested 
in revenue-producing public enterprises. These 
and similar ideas are commonly based on the 
belief that government must operate like any 
private firm. It must show a profit (total 
revenue must at least equal total outlay), and 
its assets must equal its liabilities. Otherwise 
government becomes insolvent. 

Actually government is like a private firm 
only for external debt, i.c., borrowings from 
other countries’ governments or households. 
We can see that, for internal debt, government 
is not like a private firm, for several reasons. 
Government's liabilities (accounts payable) 
are calculable from year to year, but its assets 
(mainly accounts receivable) arc not easy 
to estimate. They are in fact the resources, 
broadly defined, of the whole country, for 
the government represents all the households 
and firms. More narrowly, governments’ assets 
arc the tax funds which it can prevail upon its 
households to pay and the paper money which 
its sovereign power enables it to issue. No 
private household or firm has the authorit) 
to do these things. In short, government has 
alternatives not open to any one else. It cannot 
become bankrupt, i.e., unable to pay its debts, 
so long as (a) its households arc willing to 


pay taxes to service 


the debt and repay the 


principle; (b) it can borrow anew to get money 
to service and repay old debt; or (c) K ca 
issue new money for these purposes. 

In respect to the second question, in view o 
government’s nature and powers the payment 
of interest and repayment of principal on 
government debt need not be the burden on the 
economy which "the man in the street ord - 
narily supposes. To be sure, if taxes are col¬ 
lected from households to service the debt, the 
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households' disposable incomes are reduced by 
the amount of the taxes. But other households 
in the same economy receive such tax monies 
as payments of interest and principal. Their 
disposable incomes are by that much enlarged. 
So whence comes the burden on the total 
national money income? There has merely been 
a transfer of funds rather than a reduction in 
total income. The transfers may indeed be 
significant from the standpoint of reallocating 
resources, changing the pace of capital forma¬ 
tion, causing fuller utilization of resources, or 
redistributing total income. For example, if the 
poor were taxed in order to service the debt 
held mainly by the rich, a regressive situation 
of income distribution would have developed. 
But such a circumstance is not likely under 
progressive income taxes. 

Nevertheless, certain realities must be faced. 
If the national debt becomes very large, the 
taxes to service it might seem so high to the 
taxpayers that the latter would experience a 
considerable loss of incentive to produce. 
Public confidence in the government might also 
be undermined. These effects, plus the adminis¬ 
trative expense (' paper work,” etc.) of bor¬ 
rowing and repaying constitute the real pos¬ 
sible burden of the debt. The rational govern¬ 
ment balances such costs, at the margin, 
against the cost of raising money by other 
measures. 

In respect to the third question, the above 
reasoning makes clear that to the extent that 
a given dollar volume of new securities is sold 
now and requires repayment of principal, say, 
fifty years hence, both future and present gen¬ 
erations benefit from and pay for the servicing 
of the debt. 

(iii) Combating inflation. Now let us consider 
the case in which full resource-utilization 
exists or has been attained, with or without 
government action. In the short run the econ¬ 
omy’s real income is as high as possible. If, 
then, at such a time there is an increase in 
private spending by firms or households, price 
inflation will develop. Money incomes will 
rise, but not real income. We have seen that 
inflation inflicts hardships on the economy, 
with some classes (e.g., creditors and low- 
income groups) being particularly hard hit. 
What can government do to offset the infla¬ 
tion-producing conditions? 


In view of our analysis of how government 
can try to curb deflation, the student will see 
at once that government now will have to 
reduce its expenditures in relation to its reve¬ 
nues. That is, there will have to be a budget 
surplus. And the government will have not 
to spend the amount of the surplus. In other 
words, government tries, through this un¬ 
spent surplus, to reduce over-all spending as 
much as private spending plus previous govern¬ 
ment spending has been exceeding the total 
just needed to maintain full employment. 

Obviously the necessary budget surplus can 
be achieved by decreasing government ex¬ 
penditure while holding tax revenues constant, 
or by increasing tax revenues while maintain¬ 
ing expenditure, or by some combination of 
these alternatives. Any proper combination 
can achieve the desired result (provided noth¬ 
ing is done which unexpectedly encourages 
a further rise in private spending). And this 
is all there is to it so far as curbing the inflation 
is concerned. But there is something more in 
terms of over-all use of resources. Let us assume 
that before the inflation, with full employment 
and maximum national “rear' income, the 
rational government had already decided—in 
a manner to be shown in the latter part of this 
chapter—what the optimum over-all alloca¬ 
tion of resources should be, with just the right 
amount of private and government spending. 
The government's taxation-and-spending pro¬ 
gram had been nicely adjusted to this condi¬ 
tion. Then, with inflation through a rise in 
private spending, the total flow of money in¬ 
come has increased. And rational government 
will want, by its new program of taxation 
versus government expenditure, to reduce 
over-all spending and money-income-flow so 
that "real" private spending stands in the 
same relation to "real" government spending 
as before inflation. With this objective in 
mind—and assuming that the right allocation 
existed before inflation—the proper decision 
would be to hold government expenditure 
constant and to bring private spending down 
to its previous level by increased taxation. 

To make our points in the preceding para¬ 
graph, we ignored the fact that there is one- 
other way by which the government could 
drain off the excess private spending. It could 
of course borrow from households as an alter- 
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native to increasing taxation. Which method 
is used—or which combination of them—will 
depend on which of the two items (or which 
combination) of private spending, households' 
consumption spending and firms' investment 
spending, has been responsible for the increase 
and the inilation. We have seen that govern¬ 
ment borrowing is more likely to decrease 
saving-investment than taxation is—unless the 
tax system is solely one of steeply progressive 
income taxes. Therefore borrowing will be 
used mainly if the inflation is chiefly due to 
an increase in firms’ investment spending. And 
if an increase in households’ consumption 
spending has been the chief element, main re¬ 
liance will be placed on taxes (e g., the sales 
tax) which restrain such spending. But another 
important consideration rises here. Consump¬ 
tion taxes may conflict with the voters' wishes 
to make the distribution of income after taxes 
much less unequal than before taxes; consump¬ 
tion taxes are regressive. So government may 
employ still other measures (described in the 
latter part of Chapter 43) to make the sacri¬ 
fices or contributions of the high-income house¬ 
holds commensurate with those of the low- 
income groups. From the purely fiscal angle, 
however, consumption taxes may be the most 
effective curb on inflation. 

(3) The Economic Problems and Decisions of 
Government. Now let us turn to the economic 
principles which indicate in a precise way how 
rational government decides among the various 
alternatives. In our discussion of the setting for 
economizing in the United States, and in this 
chapter, we reviewed the role of government 
and learned that government obtains money 
through taxation and borrowing and spends 
this money for a variety of specific purposes 
that have to do with citizens welfare 
national defense, general control, highways 
and harbors, social insurance, public health, 
housing, education, and so on. Obviously one 
main economic problem of government is to 
allocate a liven outlay so that the total utility 
of the households represented by government 
is maximized. This problem may be compared 
with the first problem we analyzed for an in¬ 
dividual household. 

But the government has different ways of 
getting funds to spend. So it must decide 
whether to get the funds through taxation, 


borrowing, or some combination of one or 
more taxation methods and borrowing. Here 
the relative marginal costs of the various ways 
of obtaining money to spend must be weighed 
along with the marginal utilities from the 
products. In short, there are various "inputs” 
which may be employed to obtain the given 
outlay for spending on the various "products" 
of government. Accordingly, rational govern¬ 
ment's second problem is to determine the 
optimum combination of these sources of funds. 
This problem will be seen to correspond with 
that of the multi-product firm which, with an 
assumed given outlay (as in our "first step," 
pages 332-334), has various combinations of 
inputs of various factor services among which 
to choose for the production of its several 
products. 

Finally, the government, like the multi¬ 
product firm, does not have a single given 
amount of outlay. It has many possible ones. 
So its third main problem is to decide what 
amount of outlay to get and spend. Here again 
the marginal costs of obtaining from various 
sources various amounts of total moncy-to- 
spend must be compared with the marginal 
utilities from the products turned out. This 
problem is like the second part of the problem 
of the multi-product firm. 

(a) Allocating a Given Amount of Outlay amoni 
Alternative Uses. The way government, recog¬ 
nizing its political as well as its economic 
alternatives, tries to solve the first problem 
mentioned above may be illustrated by in¬ 
difference and outlay curves. Let us assume 
that there are only two alternative objects of 
government expenditure—education and roads 
of certain qualities. We may measure miles of 
roads on the Y axis and hours of education on 
the X axis. Then the government, in behalf of 
the households, has preferences which can be 
represented by an indifference map relating to 
different quantities of road-miles and education- 
hours. The slopes of any indifferencecurve repre¬ 
sent the government officials changing mar 
ginal rates of psychological substitution as the 

quantities change, total estimated utility to 
the households (the third dimens.on) remain¬ 
ing constant throughout the given curve. Ihe 
slope of any point on the curve represents 

MU r _i__ — of the estimated 


ratio 


of 


MU e 


-the ratio 
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marginal utility to the nation’s households of 
the quantity of road-miles shown at that point 
on the curve in relation to the estimated mar¬ 
ginal utility to households of the quantity of 
education-hours shown at that point. The 
positions of successive indifference curves show 
how the officials evaluate the relative marginal 
utilities of both goods to households as the 
quantities of both goods are considered to 


increase. 


The given outlay curve is concave to 0. This 
is because in spending money on roads or on 
education in the economy as awhole the govern¬ 
ment is so big that its purchases affect the 
price of a road-mile and the price of an educa¬ 
tion-hour. In other words, the government's 
expenditure on each good is subject to even¬ 
tually increasing costs or diminishing returns. 
The slope of any point on the outlay curve 
(whose third dimension is of course the given 

total outlay) represents the ratio —the 

MO. 

ratio of the marginal outlay for the quantity 
of road-miles shown at that point in relation 
to the marginal outlay on the quantity of 
education-hours shown at that point. The 
MO’s on these two goods come from the respec¬ 
tive total outlays on various quantities of 
road-miles and education-hours, which reflect 
the total costs of building and maintaining 
the various quantities of roads and the total 
costs of building, maintaining, and operating 
the various schools. At any given point on the 
outlay curve the ratio of MO's enables us to 
know the opportunity-cost ratio, i.e., how 
many road-miles must be given up in order to 
obtain one more education-hour. And this 
opportunity cost (or marginal rate of outlay- 
substitution) is, as already suggested, an 
increasing one for each product as its quantity 
is increased and the other s quantity is reduced. 
In short, the government can produce more 
and more road-miles only by giving up educa¬ 
tion-hours at an increasing rate, because each 
product's output is subject to increasing cost. 

The government's equilibrium decision on 
how much to spend on roads and how much 
on education out of any given outlay is then 
found at the point where the concave outlay 
curve is tangent to one of the convex indif¬ 
ference curves. At this point —T = MUr 

MO. MU. 


the slopes of the two curves are equal. 
Transposing the equation, we find also that 

= -J; that is, the marginal outlays are 

A1 U, MU. 

proportionate to the marginal utilities. In plain 
language, the government has at this point 
maximized the households' total utility from 
the given outlay because here one dollar of 
government expenditure buys the same utility 
from public roads as from public education. 
The highest possible indifference (total satis¬ 
faction) curve has been reached. 

The above analysis gets to the economic 
heart of the rational government’s decision¬ 
making in allocating a given amount of ex¬ 
penditure or outlay. But we must not under¬ 
estimate the difficulty of making the decision 
even if the government is assumed to be very 
intelligent and socially-minded. The estima¬ 
tion of the marginal utilities to be gained by 
the households from different amounts of such 
items as national defense, education, unem¬ 
ployment insurance, or public works (such 
as roads, waterways, TVA's, etc.) is a stag¬ 
gering problem. For the effects of different 
amounts of a given item arc often numerous 
and various, some direct and some indirect, 
some immediate and some long-range, some 
hard or impossible to measure. For example, 
the building of public works benefits some 
firms and households by giving contracts to 
the construction firms and to the material- 
supplying firms and by giving jobs to house¬ 
hold members employed by these firms; and 
the public works help still other firms and 
households, such as the firms and households 
which use the public works and those which 
get work because of the right-shifted demand 
curves of the first firms and households. In 
other words, there is a positive multiplier effect 
on the national income (offset in some degree, 
of course, by a negative multiplier effect if 
taxes are collected) to be considered as well as 
the utility gained by the users of the facilities. 
The estimation of the marginal outlays is 
perhaps less difficult, though it is not easy. 
But none of these difficulties invalidates the 
analysis; they are simply magnifications of 
the obstacles to rational economizing faced 
by each single household. Our analysis is 
valid and useful because it shows the ideal 
method by which a real-world rational govern- 
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mem would grope toward welfare-maximiza¬ 
tion for its households. 

(b) Deciding How to Obtain the Funds for 
Expenditure. The budget which the executive 
branch of government sends to the legislative 
branch and which the latter raises or lowers 
contains not only an itemization of the total 
amount among various uses (decision number 
one above) but also an itemization of how the 
government proposes to raise the money. In 
other words, there is a list of sources of funds 
and of estimated amounts of money expected 
to be received from the several sources. Our 
problem now is to understand the nature of 
the government decision by which the sources 
and the amounts arc selected. 

As already suggested, we may profitably 
compare this decision with that of the multi¬ 
product firm—in the following respect: When 
we considered the firm to be allocating a given 
total outlay between two products (as we con¬ 
sidered government to be allocating a given 
outlay between two uses such as roads and 
education), we assumed that the firm was 
using the optimum inputs of factor services 
for each separate expenditure on the produc¬ 
tion of each product at any point on the firm's 
concave total-outlay curve. Implicitly we 
made the same assumption for the government 
in the first problem above. That is, when we 
found the equilibrium allocation of a given 
total amount of expenditure between roads 
and education, we assumed in effect that the 
government had already calculated what the 
optimum combination of its "inputs would 
be for any point (including the optimum point) 
on its concave total-outlay curve. Actually the 
government, like the firm, has to make a 

decision on this matter. . 

(i) The nature of the "inputs." The "inputs 
of government may be thought of not as labor- 
hours and saved dollars but as income dollars 
from sources A, B, C, and so on. What are 
these sources? As already indicated, there are 
two main ones—taxation and borrowing. 
(There are such others as printing inconvertible 
paper money; profits of government-owned- 
and-operated enterprises like electric power 
plants and the postal service; special assess¬ 
ments on households for particular purposes 
such as the construction of paved streets and 
sewage-disposal systems; fees and licenses, e.g.. 


hunting and fishing licenses and licenses for 
operating various kinds of businesses; and 
punitive fines for violations of the law.) But, 
as we know, there are many sources of taxation 
funds (see Chapter 42 for details about United 
States taxes), and there are at least two sources 
(households and the banking system) from 
which funds may be borrowed. 

(ii) The solution of the problem. The govern¬ 
ment officials have the enormously difficult 
task of deciding what the "inputs" of these 
items shall be in order to obtain the total 
given amount of funds which is to be spent on 
the purposes considered desirable (education 
and roads, in our simplified example). What 
are the optimum least-cost combinations of 
the different taxation and borrowing methods 
for the output of these products? Shall every 
possible taxation and borrowing method be 
used? If so, to what extent? Or shall the money¬ 
raising program be a simple one? If so, which 
of the possible measures shall be used and to 
what extent? 

To simplify our analysis let us assume there 
are only two sources of funds, say the sales 
tax on consumption products and the tax on 
households’ incomes. The indifference map 
represents, in respect to the road-miles measured 
on the one axis and the education-hours 
measured on the other, the things already 
described in our solution to the first problem. 
The convex curve represents a diminishing 
marginal rate of psychological substitution in 
the government’s "mind." The concave outlay 
curve also represents the same things, in third 
dimension and in increasing opportunity cost, 
as it did for our first problem. But now it 
represents an additional thing: For each point 
on the curve, which shows a particular com¬ 
bination of road-miles and education-hours, we 
must consider that the government has dis¬ 
covered the least-cost combination of salcs- 
tax dollars and income-tax dollars. 

It remains to show how the government has 
discovered the least-cost input combinations 
for each quantity of road-miles and for each 
quantity of education-hours. It does this by 
dealing with each as a separate product and 
by proceeding then like the single-product 
firm of our analysis in Chapter 18. Once this 
has been done it knows the '^t-cost inpu 
combination for each quantity of each product 
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at any point on the outlay curve discussed 
above. It then adds the two least-cost input 
combinations to obtain the best total com¬ 
bination of inputs for the combination of prod¬ 
uct-outputs shown at a given point on the 
curve. In short, it knows how many dollars 
to collect with the sales tax and how many 
with the income tax for, say, 10,000 miles of 
road and a million hours of education. 

But how can government discover the mar¬ 
ginal costs or disutilities of collecting various 
kinds of taxes in various amounts? In the real 
world this task is most difficult, and rough 
guesses are the best that can be hoped for. 
But such guesses art made, in the light of 
available experience and knowledge. The items 
and the amounts on the revenue side of any 
government's budget are not purely arbitrary. 
There art tax and fiscal experts. In the next 
chapter we shall deal with some of the costs, 
economic and political, of various ways of 
raising government funds in the United States. 

Our interest here is in the basic principles of 
maximization and government equilibrium— 
how government can achieve the highest 
social utility at the least social cost. We cannot 
understand these principles fully until we deal 
with government's third problem and its 
solution. But we have taken two steps toward 
such an understanding. We know how, assum¬ 
ing only one total outlay, government decides 
to allocate it among various public services 
and decides the least-cost inputs of various 
ways of raising funds to spend. Knowing how 
the latter decision is made, we may leave the 
one-outlay case with the statement that the 
description of the equilibrium given for the 
first decision still holds. 

When the equilibrium combination of tax 
and other money-raising inputs for obtaining 
the total amount of money-to-be-spent has 
been achieved and when the funds are spent 
in accordance with the principles outlined in 
our analysis of the solution to the first prob¬ 
lem, the want-satisfaction of all economic 
units will have been maximized, so far as 
government action is concerned, for the one 
given outlay. For this outlay the government 
is in all-round equilibrium so long as the basic 
conditions do not change. To depart from these 
inter-related equilibria would involve a loss 
in total want-satisfaction. The utilities experi¬ 


enced by some households might be increased 
by a different derivation of funds and by a dif¬ 
ferent allocation of total government expendi¬ 
ture. But at the same time there would he an 
even greater loss in the want-satisfaction 
experienced by other households. Then there 
would be a net loss in total want-satisfaction 
in the economy as a whole. The basic principle 
is the same as for the isolated frontier house¬ 
hold: If more skins and fewer roots were pro¬ 
duced, there would be a gain in the house¬ 
hold's total utility from skins and a loss from 
roots; but the latter would outweigh the 
former, and there would be a net loss in total 
satisfaction. The principle is the same for 
government as for the multi-product firm: Any 
other combinations of quantities of products 
and quantities of inputs would result in lower 
"profits" for the given outlay. 

(c) Deciding What Amount of Funds to Obtain 
and Sptnd. As already stated, the government 
has not just one available given outlay; there 
are a great many possible amounts it can spend. 
There is in fact a whole map of government 
outlay curves, each tangent to some indifference 
curve. Each point of tangency has the same 
meaning as the one just analyzed, and we can 
draw a scale line from 0 through the points of 
tangency. Depending on the positions of the 
successive indifference curves, the scale line 
may be straight or bent toward cither axis. 
That is, as the government considers spending 
more and more money, its preferences between 
roads and education may not change or may 
change in favor of either good. 

Whatever the shape of the scale line, the 
government, like any household, is not in full 
equilibrium until it has decided just where it 
will be on its scale line. This decision is like 
the one that the household had to make when 
it allocated hours between income and leisure 
and when it allocated money resources between 
present consumption and savings; only simul¬ 
taneously with these two allocations did the 
household know how much income it would 
have to spend on present consumption, i.e., 
where it would be on its scale line derived 
from allocating possible money incomes be- 
tween only two present-consumption goods. 
" hen this point was found, the MO's on each 
product became not only proportionate but 
also equal to the respective MU' s. The firm 
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138 


Possible Government Deci¬ 
sions on Expenditure 



Dollar* of public spending 


had a similar, simultaneous two-step pro¬ 
cedure; the government’s problem may be 
likened also to that of the multi-product firm 
discussed in the latter part of Chapter 18. We 
recall that the firm’s problem was to make the 
MO's on the various products not only pro¬ 
portionate to the MRP's but also equal to them. 
The solution gave the firm its proper position 
on the scale line. 

Now, in order to find its proper location on 
the scale line, the government must do two 
things: (1) It must consider whether or not 
resources are being fully utilized. If there is 
full employment, there is only one total 
private-plus-government outlay possible, in 
’ rear' terms. In other words, any increase or 
decrease in government "rear’ spending must 
be matched by an equivalent decrease or increase 
in private '’real'’ spending. If government 
increased its money spending (by printing new 
money or by borrowing from the banks with 
new demand deposits) without equivalent 
reduction in private money spending, there 
would be an inflation of the price level. 
Resources having already been fully employed, 
the government can only obtain more resources 
for ns purposes at the expense of the resources 
previously employed by private spending. 
When the government increases its money 


spending during full employment, the price 
inflation makes the private sector yield up the 
resources desired by government. This is 
because the same amount of private money 
spending can now buy fewer resources. In 
’ Teal” terms government spending has increased 
at the expense of private spending, and there 
has been no change in total 'rear' spending. 
On the other hand, if full employment does 
not exist, it is clear that there is not just one 
amount of total 'rear' spending to allocate 
between the private and public sectors. Either 
household-firm or government "rear’ spend¬ 
ing can increase without curtailing the other; 
over-all "real’' spending can increase. We shall 
have to distinguish these two main cases. (2) 
Whether or not full employment exists and an 
increase in total "real" spending is possible, 
the government must weigh the relative costs 
and relative utilities of private versus govern¬ 
ment spending. 

(i) The decision under full resource-utilization. 
As just shown, in this case there is just one 
total amount of outlay or spenJing possible, 
in dollars of constant purchasing power (i.e., 
in "real" terms), for households and firms as 
private spenders and government. We can then 
imagine the rational government officials hav¬ 
ing roughly in their minds another indifference 
map. Sec Chart 138. On the Y axis arc measured 
dollars of private (household and firm) ex¬ 
penditure, and on the X axis are measured 
dollars of government spending. The third 
dimension of any (convex) curve is a constant 
amount of estimated total utility derived from 
different combinations of amounts of private 
and public spending; and, as usual, the slope of 
any point represents a ratio of the marginal 
utilities of the amounts of private and public 
spending shown at that point of the curve. The 
outlay curve has a third dimension of estimate 
total "real" spending, both private and public; 
this is the "resource" to be allocated. This 
curve maybe considered a straight line; the op¬ 
portunity-cost ratio is assumed to be constant. 
In other words, to obtain one more dollar ot 
government spending, it is never necessary to 
curtail or give up any more or less than one 
dollar of private spending. The ratio of the 
marginal disutilities or costs involved in spend¬ 
ing the private and public amounts shown « 
any point on the curve is always che same. Then 
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this outlay curve will be tangent to some indif¬ 
ference curve, with the usual aspects of equi¬ 
librium. The point of tangency shows, by 
perpendiculars to the axes, the decision on how 
much 1 the government shall spend and how 
much shall be left to households and firms to 
spend. Any other combination of private and 
government spending would, by reasoning now 
familiar to us, result in a net loss in the total 
want-satisfaction provided from the total 
spending. 

Here again the difficulty of achieving a 
rational maximization decision in real life 
would be tremendous. But however erroneously 
or blindly, government officials (including of 
course the legislators) do behave as if they 
used this method of choosing the total amount 
in the government budget. They have then 
obtained a figure enabling them to find the 
optimum point on their scale line of problems 
one and two. They arc now able to allocate 
this total amount of government spending 
among the various “products" and among the 
various tax and other "inputs" in accordance 
with the principle reviewed in our analysis of 
the first decision. The optimum point on the 
scale line constructed in the first and second de¬ 
cisions having been found, the condition now 
obtains where the marginal outlays on roads 
and education arc not only proportionate but 
also equal to the respective marginal utilities 
from roads and education. 

(ii) The decision with less than full employment. 
As we have just seen, under full utilization of 
resources government and private employment 
of the resources through government and pri¬ 
vatespending must be altcrnatives.Thc increase 
of either one demands, in "real" terms, some 
sacrifice of the other. But when unemployment 
of resources exists, it is clear that an increase of 
spending (and therefore of resource-utilization) 


Another way of conceiving the government decisio 
which does not involve the mdilfercnce-outlay-<urve a 
paratus of deciding between the alternatives of priva 
versus public spending, is this: Measure utility gained 
vawnficcd on the J axis and dollars of government spendii 
J? ? e ? ax 'V Wl11 thcn b* * positively sloped ma 
Sinai disutility or cost curve representing increaMi 
amounts of total household want-satisfaction 
[he amount of government spending rises. There will al 

7J *W" Ve 'y 5 ope< * ? ar $ ,nal u «l'*y curve represent 
diminishing amounts of utility gained as the amount 
government spending rises. The belt or equilibrium q™« 

intersect" ,neni ^ “ lhcn estab,i » h « "here the curv 


either by households and firms or by govern¬ 
ment,can increase total want-satisfaction with¬ 
out cost in terms of alternatives foregone. For 
rational government olficials this fact means 
that they can raise government spending 
through a budget deficit and thereby raise the 
national real income. They know that such 
a move will even have a multiplier effect on 
real income. They know, in short, that more 
than one total privatc-plus-government outlay 
exists. 

We can perhaps understand with a diagram 
( a ) the nature of government's alternatives 
under the conditions just mentioned; and (A) 
the nature of the government's decision. Let 
us turn again to the indiffercncc-outlay-curve 
apparatus. In Chart 138 four indifference 
curves (/| — /i) of the map arc shown; they 
represent the things already mentioned in 
our discussion of the full-employment case. 
Each successive curve represents higher total 
want-satisfaction for the economy. Two outlay 
curves are shown, each representing the cir¬ 
cumstances mentioned for the single outlay 
curve in our full-employment case. The T :, 
curve is the one for full-employment. Its third 
dimension represents, say, $100 billions of pri- 
vate-plus-govcrnment spending. If the house¬ 
holds and firms were the sole spenders, the 
point S on the Y axis would be reached; OS 
dollars would be spent. Conversely, if govern¬ 
ment were the sole spender (a most unlikely 
case), 07 dollars would be spent. Actually, 
under full employment the government's 
decision, as previously described, is to have 
0A dollars of private and OB dollars of public 
spending. This combination provides the 
highest possible total utility, for the outlay 
curve is tangent to the highest possible indif¬ 
ference curve /-at point F. 

In the present case, however, there is unem¬ 
ployment and much less than full "real" 
spending. The economy is on outlay curve £- 
with about $60 billions of total spending. Of 
this amount, OP dollars are spent by house¬ 
holds and firms and 0G dollars by government. 
Total want-satisfaction is only that represented 
by the third dimension of indifference curve / 4 
with a "stagnation" equilibrium at point U. 
Now the government has two main budget- 
deficit routes by which it can get the economy 
up to the full-employment outlay curve £,: 
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00 It can increase private spending by an 
amount UN through the lowering of tax rates, 
(b) It can leave taxes alone and increase its 
own spending by an amount UM through 
printing new money or borrowing from the 
banks. But why will either amount (L/N or 
UM) be enough to take the economy up to 
curve £,? Because either increase in spending 
will have a multiplier effect on "real'' private 
spending and on real income. Assuming a 
multiplier of 3, we find the private increase UN 
stimulating a further private increase of NH; 
and point H is on the E i curve. We also find 
that the increase UM in government spending 
stimulates a three-fold rise MF in private 
expenditure, so that point F on the E x curve 
is attained. 

It must be clear which alternative measure 
of recovery will in this case be chosen by 
government: It will increase its own expendi¬ 
ture directly rather than remit taxes. The 
reason is that, of all the points on outlay curve 
E i, point F is the optimum; and the govern¬ 
ment route rather than the private route is the 
more effective, quicker one. If the tax-remis¬ 
sion (private) route were used, the government 
would have an additional task. By taxation or 
by borrowing from the households, the govern¬ 
ment would have to curtail private spending 
again by an amount CH\ and then it would 
have to raise its own spending commensurately 
(by an amount CF) in order to move the alloca¬ 
tion from the one at point H to the one at the 
optimum point F. 

(d) The Distribution of Income in Relation to 
Government's Decisions. We have discussed above 
the essential principles whereby rational gov¬ 
ernment decides how much to spend from 
what sources (inputs) in producing what 
services (products) in order to help maximize 
the want-satisfaction of its households. But 
in discussing these maximization principles we 
have been silent about one matter that, as we 
know from our analysis earlier in the chapter, 
has a great deal to do with the total of want- 
satisfaction in the economy. This is the matter 
of how the raising of funds and the spending 
of a given total amount among various uses 
affects the distribution of income. Insofar as 
income distribution is concerned, the raising 
of funds and the allocation of expenditure arc 
not set wholly by separate respective deter¬ 


minants. They interact on each other. In other 
words, the least-cost combinations of inputs 
(kinds of taxes and methods of borrowing) 
depend in part on how the money is spent. 
And the optimum allocation of the spending 
depends in part on how the money has been 
raised. For example, if the money is spent- 
say for national defense—in such a way that 
the households share about equally in the 
benefits, the least-cost combination of taxes 
might be weighted very heavily toward an 
income tax that fell mostly on the high-income 
households. But if the money were spent 
mainly on such things as low-cost housing for 
the "poor,” it might be considered unwise to 
'soak the rich.” 

This situation has had only one parallel in 
our discussions of the economic decisions of 
single households and firms. In all cases except 
the Monocompian firm there were separate 
determinants on the outlay (supply) and the 
“wants" (demand) sides. These determinants 
did not interact on each other under our 
partial-equilibrium analyses. But the sales- 
promotion and product-variation activities of 
a Monocompian firm reacted on both cost and 
demand conditions. There were so many vari¬ 
ables that we had to draw a separate diagram 
for each of n product variants and for each of 
n sales-promotion outlays. Only after we did 
this could we discover the one-best (‘ optimum- 
optimum") profit-maximizing combination of 
the variables. 

Strictly speaking, then, government is faced 
with a situation similar in nature. In this 
situation there are w combinations of fund¬ 
raising inputs. And for each of these combina¬ 
tions there is an optimum spending-allocation 
of the funds raised. This means that rational 
government has to make the three decisions 
previously analyzed for each combination of 
taxation and borrowing methods and amounts. 
Its task is to find that combination of fund¬ 
raising methods, with accompanying optimum 
allocation of money-to-be spent, which is the 
one best of all the « possible ones. This is 
its “optimum-optimum," the one that maxi¬ 
mizes want-satisfaction for the economy. 

(4) Summary. In this chapter we have tried 
to show how rational government attempts to 
weigh and balance its economic-political 
alternatives and to reach decisions which co 
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tribute to maximization of want-satisfaction 
in the economy as a whole. Such a government 
must continually consider the marginal utili¬ 
ties and the marginal costs of its methods of 
money-raising and its ways of money-spending. 
And the utilities and the costs involve such 
broad social matters as freedom and security 
for the economy’s households. 

During our study of government economiz¬ 
ing we stated that the effort to help maximize 
want-satisfaction involves the pursuit of four 
economic sub-objectives: (a') the allocation of 
economic resources in accordance with the 
household's expressed wishes; ( b ) the distribu¬ 
tion of income in accordance with households’ 
expressed wishes; (t) the achievement of 
economic progress; and ( d ) the continuous full 
utilization of economic resources. We said that 
the wishes of the households were expressed 
through political votes at the polling places. 

Now there is not much point in having a 
government operate in a rational way to follow 
the vote-expressed wishes of the households 
if the households themselves do not vote 
rationally. That is, if government is to pay 
much attention to the wishes of households 
expressed through the democratic ballot-box, 
the household voters must be well-informed 


and must vote rationally. They must know the 
issues and the alternatives, and the utilities 
and the costs of each alternative. In order that 
the voters be well informed and make reasoned 
choices, the political parties whose representa¬ 
tives vie for election to the scats of government 
must present adequate data on all the various 
issues. Then, after the votes have been counted, 
the elected government is obligated to follow 
the wishes of the largest group of households, 
with due regard also to the wishes expressed 
by minority groups. 

The general governmental objective of help¬ 
ing to maximize want-satisfaction involves also 
a political sub-objective—the allocation of 
over-all social resources in such a way as to 
balance the desires for freedom, security, 
power, and any other basic human urge. Here 
again the households must express their 
wishes about these things by voting. Here 
again also the voting must be based on adequate 
knowledge provided by the candidates for 
election. 

All these things should be borne in mind 
during our discussion, in the next chapters, of 
some of the main economic-political problems 
and decisions of the real-world American 
government. 
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B. Peace-Time Economizing ( Continued ) 

b. Economic-Political Decisions of American 
Government 

(1) Introduction. In this chapter and the next 
we leave the field of "pure theory '' and consider 
some actual measures of the United States 
government that have affected resource-alloca¬ 
tion, income distribution, economic progress, 
and extent of resource-utilization in the Ameri¬ 
can economy. The present chapter will bear 


B. Peace-Time Economizing (continued; 

b. Economic-political decision* of American 
government 

(1) Introduction 

(2) The taxation measure* of American 
government 

(a) General consideration* 

(b) The nature and etfect* of particular 
taxes 

i. Taxe* on income-yielding good* 

ii. Taxes on oroducts sold by firms to 
household* 

iii. Taxes on household*’ and firms’ 
income* 

O) Some objects (and effects on resource- 
allocation and income-distribution) of 
government expenditure in the United 
State* 

(a) Introduction 

i. Possible allocation measures 

ii. Possible measures for changing 
the distribution of disposable 
income 

(b) The setting and cootrol of product 
prices 

i. The NIRA 

ii. American railroads and other 
public utilities 

iii. Agricultural products 

iv OtheT indirect price controls 

(c) The setting and control of factor 
service prices 

i. Loan funds 

ii. Labor 

(d) Other government measures affect¬ 
ing resource allocation or income 
distribution 


mainly on the first three of these four aspects 
of welfare. Here we shall consider the nature 
and effects of certain kinds of taxation and 
of certain types of government expenditures. 
In Chapter 43 we shall deal with relationships 
between revenues and expenditures and, there¬ 
by, with aspects of economic progress and 
extent of resource-utilization. 

An implication of the way we have organized 
our whole three-chapter discussion is that the 
United States government's decisions on its 
problems have not conformed to the principles 
of economic-political rationality. Let us be 
explicit. The governments of some real-world 
countries may appear at times to behave more 
in accordance with the principles of Chapter 
41 than do the governments of other countries. 
And the government of a given nation at certain 
times may seem to operate more rationally (as 
defined in Chapter 41) than at other times. 
Moreover, the household-voters of some coun¬ 
tries may seem to know more and to vote more 
rationally sometimes than do the households 
of other nations; and a given national econ¬ 
omy's households may appear from time to 
time to vote with various degrees of economic 
sense. But no real-world nation's voters or 
government ever come very close to being fully 
rational all the time, and the United States 
is no exception to this universal rule. 

To realize the truth of this is not to conclude 
that it was a waste of time to review the 
principles of Chapter 41. Real-world house¬ 
holds and firms often, perhaps usually, depart 
considerably also from the path of rationality 
in their individual economic-political de¬ 
cisions. But in all three cases-the household, 
the firm, and government—there is some; ap¬ 
proach to the ideals of economic behavior. 
And the ideals are useful to us precisely te- 
cause they provide standards for measuring 
actual performance. 

Before attempting to apply these standar 
in a rough way to the decisions of America 
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government, it will he helpful to review very 
briefly some of the reasons why we should 
expect substantial deviation from the welfare 
norms in the American economy. 

Starting first with the household-voters 
themselves, we find them usually poorly in¬ 
formed about the nature, costs, and utilities 
of their economic-political alternatives. One 
reason is that, although a normally intelligent 
person may without too much difficulty learn 
the nature of the alternatives, it takes an 
uncommonly experienced and acute mind to 
discover the relative costs and utilities. In 
short, knowledge is hard to get. Another 
reason is that those who possess a reasonable 
degree of such knowledge have not been able 
or willing to communicate much of it to their 
less fortunare brethren. For this shortcoming 
the American educational system and the po¬ 
litical parties may well be assessed with most 
of the responsibility. 

Some of the reasons why government itself 
may (and often docs) not in its economizing 
conform to the norms outlined in Chapter 41 
can be summarized as follows: First, the prob¬ 
lem of rational economizing "from the top" 
at the nation's capital is even more staggering 
in an economic and political democracy than 
it was for The Doss and his party in the early 
days of Dictaria. Until trial-and-error econ¬ 
omizing and the Rule were devised, even that 
socialist-authoritarian government, we as¬ 
sumed, made a "mess'' of its efforts to allocate 
and utilize resources rationally. But America 
is a free country," a very large and hetero¬ 
geneous economy; and even with the best will 
in the world, the most superb training in eco¬ 
nomics, and the absence of other obstacles 
mentioned below, government officials would 
never be able to obtain enough cost-utility in¬ 
formation and solve all the mathematical 
equations necessary to discover the "opti¬ 
mum optimum" method of raising funds and 
spending them. A complete centralized ec¬ 
onomic rationality seems to be an impossible 
dream. 

Second, many government officials do not 
concern themselves with "the greatest good 
of the greatest number" of households, nor 
a-e they trained to think in terms of the costs 
and utilities of economic alternatives. Many of 
their decisions much of the time appear to stem 


from the complex of opposing pressures by 
various "special-interest" groups to which 
they arc subjected. Now, as we point out else¬ 
where, this system is not necessarily irrational 
from the standpoint of political democracy. 
But it is not particularly conducive to the 
development of the full and accurate knowledge 
necessary for economic rationality. 

Third, the American system of legislativc- 
administrative-judicial "checks and balances" 
imposes a considerable time-lag on the making 
of effective decisions to meet current problems. 
It also prevents an integrated, uniform pattern 
of decision-making. The President proposes 
and the Congress disposes, with the ultimate 
disposal coming in many instances from the 
Supreme Court. Even within each branch of 
American government, particularly the execu¬ 
tive branch, there is often a serious lack of 
teamwork and coordination. In short, the 
American form of democratic government often 
makes what seems to be an unnecessary ad¬ 
ditional obstacle to rational economic de¬ 
cisions. 

What conclusions may be drawn from these 
real-world conditions? First, given the dif¬ 
ficulties just mentioned, which establish the 
impossibility of fullyrational government econ¬ 
omizing, it is better for the households and 
their government to understand the principles 
of rationality and to aim at realizing them 
than to muddle along without such under¬ 
standing, veering here and there under various 
pressures and voting and deciding on the basis 
of economic half-truths and whole fallacies. 
Second, given the American form of democratic 
government, the best possibility for coordi¬ 
nated decision-making without serious time- 
lag seems to lie in the executive branch of 
government. The checks-and-balances system 
can be preserved if the Congress gives broad 
delegations of authority to the executive 
branch, while retaining the power to rescind 
any such delegation whenever it appears 
that there has been misapplication, distor¬ 
tion or excess. As we shall see, this system 
has been used successfully in the interna¬ 
tional field. Third, given such delegations 
of authority, it appears that the executive 
officials should, wherever possible, govern 
by rules generally applicable to decentralized 
situations rather than by a flow of direc- 
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rives from the capital for various specific cases. 
(This was a lesson we learned from Rulenia, 
where the decentralized application of a rela¬ 
tively simple economic Rule gave the best re¬ 
sults. We of course made Rulenia whatever 
we wished it to be, but our picture was based on 
the best experience of government in the United 
States and elsewhere.) To give a concrete 
illustration, suppose that a budget deficit were 
clearly indicated as the proper measure to raise 
the economy to full employment and that the 
issue was whether to obtain the deficit by 
remitting taxes or creating money. In the latter 
case there might be a net increase in govern¬ 
ment spending; let us say that a huge, elaborate 
system of public construction would be planned. 
In the case of tax remission there would 
probably be a rise in private spending. Other 
things equal, this measure would be preferable 
to the rise in public spending because the allo¬ 
cation of resources would be controlled by the 
interaction of many private, relatively atom¬ 
istic decisions through the channels of market 
demand and supply, instead of by the decisions 
of government officials faced with a relatively 
unmanageable task. 

(2) The Taxation Measures of American Govern¬ 
ment. Let us now turn to an economic analysis 
of the more important items on the revenue 
sides of federal, state, and local governments 
in the United States. We shall first look at 
some general features of American taxation 
and then consider the nature and effects of 
particular kinds of taxes. 

(a) General Considerations. A "tax" may be 
regarded as a compulsory money payment by 
or a compulsory money transfer from a private 
economic unit to the government. Among the 
taxes levied in the United States are taxes on 
property of various kinds (land, land plus 
improvements, and personal possessions of 
different kinds); taxes on personal incomes; 
taxes on corporations' net incomes, i.e., profits; 
taxes on the estates left by deceased persons; 
taxes on inheritances received by heirs; excise 
and sales taxes on commodities; and taxes on 
goods imported from other economics. 

From the economic standpoint these taxes 
may be grouped in three categories: (a') taxes 
on income-yielding goods owned by house¬ 
holds or firms (e.g., the so-called "property 
tax); (£) taxes on products sold by firms to 


households; and (r) taxes on the money income 
received from productive activities by firms or 
households. 

We saw in Chapter 41 that rational govern¬ 
ment tries to measure and balance the dis¬ 
utilities of raising funds by different methods 
against the utilities derivable from the spend¬ 
ing of the funds for different purposes. In 
practice, as we have repeatedly noted, it is 
very hard for the government of a large econ¬ 
omy like the United States to make anything 
but rough guesses about marginal social costs 
and utilities. Serious errors may be made by 
well-meaning but incompetent officials, and 
total want-satisfaction may be much less than 
possible or anticipated. Or the officials may 
not concern themselves with the welfare of all 
households. Even competent and social-minded 
leaders have great difficulty in giving effect 
to the general principles stated above. This is 
because of the difficulty of measuring anything 
but the direct money cost of paying a tax or of 
lending money and because of the impossibility 
of measuring utilities, total or marginal. In 
practice two or three principles have been 
followed from time to time: ( a ) the benefit 
principle; (*) the ability-to-pay principle; or 
(c) the "minimum-outcry " principle. The bene¬ 
fit principle comes very close (as a principle) 
to meeting the general criterion set forth above, 
for it operates to impose particular taxes and 
assessments on the households that receive 
particular benefits from the government. Thus 
house-owners may be taxed or assessed for 
sewage-disposal facilities which serve them 
directly; or gasoline-tax monies may be ear¬ 
marked for expenditure on nothing but the 
roads on which the gasoline-buyers drive their 
automobiles. Payroll taxes for unemployment 
taxes may be considered to be "benefit taxes 
insofar as their incidence is on workers, but 
the tax funds from most sources are not ear¬ 
marked, and the benefits from many govern¬ 
ment expenditures cannot be credited to par¬ 
ticular households, at least with any high 
degree of accuracy. Everyone, for example, 
gains to some extent from defense spending, 
forest conservation, and a police force, but the 
gains cannot be measured for most househoMs^ 
Virtually all households gain from economic 
and political stability when unemploymen 
compensation is paid to the unemployed. AS 
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a matter of fact, in the broadest sense most 
households gain to some extent from almost 
every government expenditure. The calcula¬ 
tion of the costs or disutilities for most items 
under the benefit principle is equally difficult. 

In the absence of being able to apportion 
particular benefits and costs to particular 
households (and because the voters have asked 
government to re-distribute income to some 
extent) there has been a resort to various 
applications of the ability-to-pay principle. 
Here the theory is something like this: Govern¬ 
ment represents the whole of a given society. 
The arrangements of the society have favored 
some households more than others. The 
wealthier families experience greater total 
utilities than the poorer ones. The marginal 
utility of a dollar is much less to a wealthy 
than to a poor household, and the marginal 
cost of parting with a dollar is correspondingly 
less for a wealthy household. Therefore govern¬ 
ment, in behalf of the society as a whole, is 
justified in compelling the wealthier ones to 
pay more than the poor ones. But how much 
more? Should taxes be proportional , so that the 
same tax rate is applied to each household, or 
should they be progressive , so that higher rates 
arc applied to the wealthier households? Under 
a proportional income tax, for example, each 
household pays the same percentage out of its 
income; under a progressive income tax the 
higher the income, the larger the percentage 
paid as a tax. If the progressive tax is selected, 
the question remains. How steeply progressive? 
The answers to these questions depend on one s 
estimate of what tax rates to the wealthier 
households will make the marginal utility 
of an income-dollar for them equal to the 
marginal utility of an income-dollar to the 
poor households. In other words, at what 
tax rates will the loss in utility for the rich 
just equal the gain in utility for the poor? 
At this balancing point, total utility for the 
whole economy is maximized. But in practice 
the discovery of such tax rates is very difficult. 
This is especially true because a significant 
portion of the loss in utility to society from 
taxing the rich may come from a diminished 
willingness of such households to work and 
invest as much as they would under less pro¬ 
gressive tax rates. Nevertheless, some form of 
tax based on ability to pay has much wider 


practical applicability than the strict benefit 
principle, and such taxes arc in general use. 

In the broadest sense both the benefit princi¬ 
ple and the ability-to-pay principle arc efforts 
to give some application to the equalization 
of AIC and MU for the whole economy. The 
same cannot usually be said for what we have 
dubbed the '‘minimum-outcry" principle. 
Many households arc politically and eco¬ 
nomically mute. That is, cither they a r e too 
preoccupied to voice complaints against what 
they might consider to be unjust taxes; or they 
are too ignorant of or accustomed to certain 
taxes, such as manufacturers' excise raxes, to 
make protests. To assume that, in the absence 
of protests, the government has succeeded in 
equalizing AIC and MU is to make a serious 
error. But for a political party wishing to 
remain in power such taxes are attractive, and 
it may seem wise to have a tax system that 
raises a minimum of fuss. 

We saw also in Chapter 41 that the collection 
of taxes and the spending of the funds has 
important effects on resource-allocation, in¬ 
come-distribution, economic progress, and ex¬ 
tent of resource-utilization. Of these four 
outstanding welfare items, none has received 
much conscious attention from legislative as 
well as executive branches of American govern¬ 
ment. In the executive branch of the federal 
government the budget-deficit method of re¬ 
ducing resource-unemployment has been given 
considerable and increasing consideration since 
1932, but borrowing from the banking system 
(money creation) has been talked of much more 
than tax reduction. Resource-allocation and 
economic progress appear to have been little 
in the government mind. Notable exceptions, 
of course, arc the building of dams for the 
development of river-valley and other areas. 
But even the general principles of employing 
taxation as a way of re-allocating resources 
seem not to have received much recognition. 
Re-distribution of income has received a good 
deal of attention, but ordinarily in a rather 
"left-handed" way. What usually happens is 
that some pressing humanitarian need arises 
in the private sector of the economy. Wage 
rates in certain industries are seen to provide 
abor incomes too low for "decent" living. 
Unemployment of labor for prolonged periods 
robs households of all money resources. The 
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aged members of society live in penury. Many 
households lack adequate medical care, ade¬ 
quate housing, and so on. Then government 
takes a hand and provides minimum wage 
laws, social security, etc. These things cost 
a lot of money. So who is going to pay for 
them? The needy households who receive the 
benefits? No, the needy must receive a net 
gain. So the higher-income households, it is 
thought, should properly pay in accordance 
with rheir greater capacities. Thus there is a 
re-distribution of income. But it is to be 
doubted that rational principles are applied 
to the problem. There is a disinclination on the 
part of households as well as government to 
interfere directly with private income dis¬ 
tribution per se. 

No one likes to pay taxes; the giving-up of 
income-dollars to the government imposes dis¬ 
utilities. But frequently the household or firm 
that pays the tax in the first instance is able 
to pass it on to some other economic unit. This 
is known as the shifting of taxes. Sometimes 
the tax-shifting may be of a ’’tandem" nature; 
that is, one shiftee may be able to pass the 
burden on to still another, and this process 
will continue until the tax rests on some house¬ 
hold which cannot shift it. 

The possibility of tax-shifting means that 
the government officials who try to estimate 
the relative marginal costs or disutilities of 
the various kinds of taxes must be concerned 
with what is called the incidence of the taxes. 
They must know who really pay the imposts. 

Given a knowledge of shifting and incidence, 
there are the following cost items to be con¬ 
sidered in respect to taxes: (1) the disutility 
to the taxpayer of giving up his dollars; (2) 
the costs of collecting or administering the 
tax; and (3) the possible unfavorable effects 
that the tax might have on the allocation of 
resources, the distribution of income, the size 
of the national income, the extent of resource- 
utilization, and the combination of freedom 
and security desired by the voting households. 

(b) The Nature and Effects of Particular Taxes. 
Bearing these things in mind, let us briefly 
analyze and appraise certain chief kinds of 
taxes. 

(i) Taxes on income-yielding goods. This cate¬ 
gory of taxes is a broad one, and the words 
“income-yielding” must in some cases (e.g.. 


with respect to owner-occupied houses—be 
interpreted in terms of utility rather than 
money. The category embraces, first, taxes on 
natural resources such as urban land and farm 
land (without regard to improvements) and 
land bearing certain specific resources such as 
timber, petroleum, iron ore, or coal. In the case 
of these specific resources, the tax may take 
two forms: ( a ) on the land so long as the re¬ 
source exists; or (6) on the value of the product 
(cut timber, mined coal, etc.) as it is removed 
from the land (this kind of tax is known as a 
severance tax). Second, the general category 
includes taxes on improvements’’ on the land- 
buildings, houses, etc. Both these taxes may 
be called real-property taxes. Third, various items 
of tangible personal property—e.g., automobiles 
and furniture—may be taxed. Fourth, various 
items of “intangible’’ personal property, such 
as stocks, bonds, and mortgages, may be 
taxed. Fifth, we include estate, inheritance, 
and gift taxes in the broad category. 

The administrative aspects of these so-called 
property taxes have been disheartening in the 
United States. The assessment of the values of 
these kinds of property has been conducted 
with appalling inefficiency and considerable 
dishonesty, and the collection of the taxes has 
fallen far short of any reasonable stanJard. In 
other words, from the standpoint of efficient 
administration, the social cost of such taxes is 
very high. 

Such taxes as have been paid may or may not 
have been shifted to other economic units by 
the initial tax-payers. Taxes on non-repro- 
duccablc natural resources whose supply cannot 
be changed cannot be shifted by the owners 
thereof; they must bear the full amounts of the 
taxes, for three reasons: W The owners cannot 
reduce the supply of the fixed resource, i.e., 
cannot, by shifting the supply curve leftward, 
intersecc a given demand curve for the resource 
at a higher point on the demand curve, so as 
to obtain a higher price. (*)The owners cannot 
do anything to shift the demand curve to he 
right, so as to obtain a higher’ pnee with the 
existing supply of the resource. (0 If the ownerc 
try to sell the resources, the new buyers will 
-capitalize" the tax. That is, any purchaser 
recognizing that the non-sh.ftable tax reduco 
the net yield from the resource, will have a 
lower capitalized value for the resource than 
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the original owner had before the rax was 
levied; such a purchaser will offer less to the 
first owner than the latter paid. 

Actually, in the real-world, most usable 
natural resources have been "improved’’ by 
the capital investment of the owners. It is 
difficult in practice to levy a tax on the resource 
separately from the improvements. Insofar as 
the so-called property tax falls on improve¬ 
ments which are reproduceable and whose sup¬ 
ply is therefore not fixed (i.e., can increase or 
decrease) and insofar as the tax docs not fall 
evenly on all productive property (so that after 
the tax the net yield on some investments is 
lower than on others), the tax will be shifted 
by the owners of the more heavily taxed "im¬ 
provements." That is, although in the short 
run the tax is borne by the owners, in the long 
run it will tend to be borne either by customers 
of the property-owners or by the owners of 
factor services employed by the property- 
owners or by both customers and factor-service 
owners. (Which group will bear more of the 
tax depends on the relation between the elastic¬ 
ity of demand for the product of the "im¬ 
provements" and the elasticities of the factor- 
service supply curves, as explained below in 
respect to the incidence of excise taxes.) The 
reasons why the tax can be shifted under the 
above-stated conditions are these: With a net 
return on the property lower than the net 
return obtainable in other fields of private 
investment, new investment will flow to the 
latter fields rather than into the more heavily 
taxed ones; the allocation of resources is 
altered. Then in the more heavily taxed fields 
(c.g., housing) the supply curve of the prod¬ 
uct will shift to the left and intersect the 
demand curve at a higher point on the latter, 
thus causing a rise in the price of the product. 
Thus the consumers of the improvements' serv¬ 
ices must pay a higher price. At the same time 
that the product-supply curve shifts left, the 
owners' demand curves for factor services shift 
left. The supply curves of the services are thus 
intersected at lower points, and their rates of 
income tend to be reduced. Thus both con¬ 
sumers and factor-service owners are made in 
the long run to bear the tax. 

It should be understood, however, that 
property taxes on personal property or on real 
estate improvements used only by the owners 


cannot be shifted even in the long period. This 
is because the owner-users (e.g., households 
who own and live in their own houses) have 
no supply curve of products to customers which 
can be shifted to the left and practically no 
demand curves for factor services which can 
be shifted to the left. In short, they cannot 
shift the tax because they do not buy or sell. 

In the United States the property tax is 
levied and collected by state and local govern¬ 
mental units rather than by the federal govern¬ 
ment. These governmental agencies have a 
large degree of autonomy in deciding what 
property is to be taxed and how heavily. 
Consequently there is a great lack of uniformity 
in American property taxation. There is dis¬ 
crimination among kinds and locations of 
property, with urban real estate and con¬ 
struction bearing most of the burden. Some 
states tax mineral and forest resources "in the 
ground"; others tax them only as used or 
depleted (the severance principle). Wherever 
there are such differences, the inter-industry 
as well as the inter-area allocation of resources 
in the economy tends to become different from 
what it would have been in the absence of the 
existing property-tax pattern. For example, 
one reason for the lack of adequate housing 
for the lower-income groups of households 
may be the relatively heavy property tax on 
real estate. (It should be understood, however, 
that there are more important reasons for the 
lack of housing, such as monopoly among 
households' building-trades unions, monopoly 
among firms selling materials to construction 
firms, and monopoly among the construction 
firms themselves. It should also be understood 
that removal of the real-estate tax would give 
windfall profits to the present owners of real 
estate, because they have already capitalized 
the tax in the purchase price they paid; re¬ 
moval of the tax would raise the values of real 
estate without any productive activities on 
the part of the owners.) For obvious reasons 
the severance kind of property tax tends to 
discourage the depletion of mineral and forest 
resources, whereas the straight property tax 
on these resources tends to encourage their 
rapid use, perhaps waste. 

So far as the size of the national income is 
concerned, it is diminished by any misalloca- 
tion of resources caused by the property tax. 
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That American property taxes are in general 
severe enough to discourage net investment and 
capital accumulation as a whole—and thereby 
to reduce the national income—is to be 
doubted. Cyclically, however, the national in¬ 
come probably fluctuates more severely be¬ 
cause of the rigidity of assessments, property 
tax rates, and collections. That is, the assess¬ 
ments and rates are usually not revised down¬ 
ward in periods of depression-deflation or 
upward in periods of prosperity-inflation. Since 
the cyclical burden of property taxes is there¬ 
fore very uneven, such taxes tend to increase 
the burden of deflation for farmers and other 
real-estate owners and, by the same token, to 
make inflation advantageous for these groups. 

With respect to the effects of property taxes 
on the distribution of the national income 
among American households, we may say the 
following: A large part of the taxes on income- 
yielding goods are shifted in some degree by 
the owners of the goods to customers or factor- 
service owners. Most of the income-yielding 
goods are owned by the higher-income house¬ 
holds. Most of the customers and factor-service 
owners are in the lower-income groups. 
Therefore such taxes in the end tend to be 
regressive. On the whole, however, particu¬ 
larly in view of the laxncss of the administra¬ 
tion of these taxes, the net effect on income 
distribution is probably slight, from the 
standpoint of incidence. 

Now let us turn to the last tax item on our 
list of taxes on income-yielding goods—estate, 
inheritance, and gift taxes. Estate and in¬ 
heritance taxes are sometimes called death'' 
taxes because they are levied and collected 
at the death of a property-owner on the value 
of the income-yielding goods that he leaves 
behind. The difference between an estate tax 
and an inheritance tax is in the base for the 
levy: An estate tax is levied on the whole 
property left by a deceased person, regardless 
of how it is divided among the heirs; and an 
inheritance tax is levied on the share of the 
estate received by each heir. The gift tax is 
levied on gifts made by one person to another 
before the death of the giver. Clearly the gift 
tax is a necessary accompaniment of dearh 
taxes because, in the absence of a gift tax, rhe 
donors could avoid the payment of most of the 
death tax by giving to their heirs most of their 


estates before death. In the United States the 
federal government and certain states collect 
estate taxes, while other states collect in¬ 
heritance taxes. These taxes are progressive: 
that is, the death tax rate rises directly with the 
value of the estate or the inheritance. Estates 
or inheritances valued at less than certain 
amounts are exempted from the tax. Duplicate 
taxation of an estate or inheritance by the 
federal and a state government is for the most 
part avoided by allowing the tax-payer to 
credit the state tax (up to 80 percent) against 
rhe federal obligation. The federal gift tax 
rates are about 75 percent of the federal estate 
tax rates. Very few states levy gift taxes. 

In respect to the shifting and incidence of 
these taxes, they are paid by the recipients of 
the property, unless it happens that the donor 
has taken out insurance specifically for the 
purpose of meeting the tax obligations. In this 
case the payment of premiums by the donor to 
the life insurance company (which contracts 
to pay the taxes upon the death of the donor) 
constitutes his payment of the taxes. In cither 
case the tax cannot be shifted to any one else, 
except as noted just below, because no market 
transactions are involved; there are no shifts 
of supply or demand curves. A possible excep¬ 
tion to this conclusion exists: If the taxes are so 
stiff as to discourage the income-obtaining 
activities of the donor during his life-time, we 
may say that the households of the economy 
have to some extent been compelled to bear 
the tax. That is, the prospect of having to pay 
the tax may lead the donor to change his 
leisure-income and his savings-consurnption 
decisions, so that he offers fewer labor-hours 
and saved dollars to the economy than he 
otherwise would have done. 

Death taxes tend to have the effects (on 
resource-allocation, etc.) ascribable to pro¬ 
gressive taxes in general. They tend to redis¬ 
tribute the national income in favor of the 
• poorer" households, and they tend to reallo¬ 
cate the economy's resources more in accord¬ 
ance with these households' wishes than other¬ 
wise. At the same time they may tend to 

diminish total real saving-investment. Thai 
is, insofar as the incentive to work and save 
is, as noted above, significantly dulled, such 
taxes may lower the rate of economic progress 
and shrink the size of the economic pie. 
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However, this effect is likely to be smaller 
than it is for progressive income taxes, which 
are levied during the productive life of the 
person. 

(ii) Taxes on products sold by firms to households. 
We come now to the second main category of 
American taxes. Excise taxes are levied on 
particular products, such as the federal taxes 
on cigarettes, cosmetics, durable consumption 
products (e.g., automobiles), alcoholic bever¬ 
ages, theater admissions, telephone calls, and 
railway travel and such as the state taxes on 
cigarettes and gasoline. These taxes may be 
specific (i.e., so much per unit of product, as 
with a pack of cigarettes or a gallon of 
gasoline) or ad valorem (i.e., so much per dollar 
of sales value, as with telephone calls and 
cosmetics). They may be collected at the point 
of manufacture (e.g., the state tax on ciga¬ 
rettes). Sales taxes arc of much wider applica¬ 
tion; that is, they are levied on virtually all 
commodities sold at the retail level within a 
given geographic area. There is no federal sales 
tax. About half of the states have such taxes, 
their adoption having been greatly accelerated 
during the depression decade of the 'thirties. 
A few large cities such as New York and 
Denver also have sales taxes. 

Our next question is, Can the firm which is 
taxed shift these taxes, and if so, who bears 
them? Our discussion of property taxes fur¬ 
nishes the clue to the answers: They can be 
shifted; and the taxes arc ultimately borne by 
the households, either as buyers of the products 
or as sellers of factor services or both. To 
understand how this happens we must consider 
two main market conditions—pure competi¬ 
tion and some degree of monopoly—and two 
time periods, the short run and the long run. 
We shall first conduct our study in partial, 
static terms and then turn to the general, 
dynamic approach. We shall confine our analy¬ 
sis to a specific tax, i.e., to a tax of so much 
per unit of product; but the analysis of the 
ad valorem tax is not basically different. Under 
pure competition in the sale of the product, the 
short-run effects of a specific tax may be enu¬ 
merated as follows: The tax is to be considered 
as an increase in cost; then the firm's ATC and 
MC curves shift up-leftward. If the firm was 
in long-run equilibrium to start with (so that 
the horizontal /4R-MR curve was tangent to 


the lowest point of the ATC curve, with only 
normal profits), then the imposition of the tax 
causes the AR-MR curve to intersect the new 
MC curve at a point to the left of the former 
intersection. The firm's output and inputs have 
thus been reduced, and it is now in a loss 
position. The same things will happen to the 
other firms selling the purely competitive 
product. Then the industry supply curve (the 
sum of the individual modified MC curves) 
shifts to the left, intersecting the group- 
household demand curve for the product at a 
higher point. The price of the product therefore 
rises, and the households as consumers have 
come to bear part of the tax. At the same time 
the industry or group-firm demand curves for 
the variable factor services shift left. (In the 
short period the employment of the durable 
factors is fixed, and so is the outlay thereon 
unless the contract expires.) There are then 
intersections lower down on the group-house¬ 
hold supply curves of the services; the prices 
of the variable services then fall. Thus the 
households as sellers of the variable services 
come to bear part of the tax. (Let the student 
construct diagrams for firm and industry to 
demonstrate the analysis.) 

At this point both firms and households arc 
bearing the tax. Then the question arises, In 
this short period how much of the tax is borne 
relatively by the households that buy the 
product from the industry and how much 
relatively by the households that sell the factor 
services to the industry? The answer is, If the 
elasticity of the product-demand curve is 
greater than the elasticities of the factor service 
supply curves, the tax-shifting will be mainly 
backward to the households selling the services. 
If the reverse relationship between the product- 
demand and factor-service-supply elasticities 
prevails, the shifting will be mainly forward to 
the households buying the product. And if the 
two elasticities happen to be identical, the 
incidence will be equally divided; the amount 
of forward shifting will be the same as the 
amount of the backward shifting. Why are 
these things so? If the group-household product 
demand curve were infinitely elastic, then the 
left-shifted product-supply curve would not 
cause a change in price; there would be only 
a big reduction in output and sales. If the 
product-demand curve were zero-elastic, there 
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would be no reduction in sales but a big in¬ 
crease in price. In short, the more elastic the 
demand curve the smaller the decline in 
product-price. Similarly with a factor-service 
supply curve; the less elastic the curve, the 
greater the reduction in the price of the service 
and the smaller the reduction in its input by 
the industry. Putting the two together, we 
reach the conclusion already stated above. 

Now let us turn to the (partial, static) long- 
run analysis: During the short period all the 
firms have been incurring losses. In other 
words, the tax has not yet been shifted com¬ 
pletely, forward or backward. In the long run, 
some of the firms will leave the industry and 
try to make profits in some other field. There 
will thus be a further leftward shift in the 
group-firm product-supply curve. This move¬ 
ment out of the industry and this leftward 
shifting will continue until the product price 
has risen sufficiently to make each firm's 
horizontal AR-MR curve tangent to its (tax- 
included) ATC curve. The firm and industry 
are now once more in long-run balance. While 
this has been happening on the product side, 
there has also been a further leftward shifting 
of the industry's demand curve for all factor 
services, "fixed" as well as variable. The prices 
of the variable services tend to fall still further, 
and the prices of the "fixed" services also fall. 
To the extent that, because of different elas¬ 
ticities in the service supply curves, the per¬ 
centage decreases in the service prices arc not 
equal, the firms will substitute the relatively 
cheaper services for the relatively dearer ones. 
In the end there will be, for each firm, an 
equilibrium tangency of the horizontal A0-M0 
curve for each service with the net ARP curve 
for each service. And in the end the tax will 
have been entirely shifted for each firm and in 
the industry as a whole. In the long run, 
however, the relative amounts of the forward 
and backward tax-shifting depends on the 
elasticity of long-run product demand in rela¬ 
tion to the elasticities of the long-run factor- 
service supply curves. The households repre¬ 
sented by the less elastic curves bear most of 
the burden. (Of course, if the households 
which buy the product are also the ones that 
>ell the factor services, it does not make any 
difference to them how they get 'soaked 
a:, consumer:, or as producers.) If some factor 


is in wholly inelastic supply to the industry, 
its owners will bear most of the tax. But the 
services that have an opportunity to get out 
do so, thereby avoiding the tax-shifting. 

It appears from this analysis that, insofar 
as it is applicable to American industry, if the 
government is going to levy discriminatory 
(excise) taxes and wishes to reduce sales and 
employment as little as possible, the industries 
to tax are the ones having inelastic product 
demand curves. In other words, in such in¬ 
dustries the household product-buyers and 
factor-service sellers tend to stay with the 
industry rather than leave it when the tax is 
shifted to them. On the other hand, if the 
government is more concerned with not having 
the tax shifted to consumers than it is with 
declines in sales and employment in the taxed 
industries, it should tax industries having 
elastic product-demand curves. 

Now we must consider general conditions. 
This means that a tax on the product of one 
industry may have repercussions on other 
industries' outputs and employments. Assum¬ 
ing a fixed, stationary monetary demand in 
the economy as a whole, we know from 
previous studies (Chapter 22, pages 398-400) 
that, following a price increase for a particular 
industry's product, unless the elasticity of 
demand for the product is equal to unity, the 
households will spend a smaller total amount 
in the case of elastic demand and a larger total 
amount in the case of inelastic demand. In the 
first case, the demand curves for certain other 
products will shift right; in the second case, 
left. In the end a new general equilibrium will 
be established, with new sales and inputs for 
other industries. 

Let us now turn to a study of the effects of 
excise and sales taxes under conditions of 
monopoly. Employing first the partial, sta¬ 
tionary approach, we find that an excise tax 
raises upward a monopolist's (or a monopo¬ 
listic competitor's or an oligopolist's) cost 
curves. As the student may demonstrate to 
his own satisfaction on a diagram, the nega¬ 
tively sloping MR curve (marginal) to tne 
negatively sloping demand curve facing tne 
firm is then intersected at a more leftwar 
point by the firm's new MC curve. The price 
of the firm's product is then higher, and tne 
output and inputs arc reduced. (If the AlCtu 
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is Hat or negative, as is to be expected for large 
scale plants, the percentage rise in price is less 
than the percentage drop in output.) The firm's 
abnormal profits are also reduced. As in the 
purely competitive industry, the tax is to some 
extent shifted forward and backward, and the 
relative extents of these shifts depend on the 
relative elasticities of the demand for the firm's 
product and of the supplies of the factor serv¬ 
ices. Thus we find that in the short period 
the tax is borne by household-consumers, by 
household owners of factor services, and by 
the monopolist himself. In the long run, there 
is not much difference in incidence. Some of the 
households may try to sell their factor services 
to other firms unless they are specific to the 
monopolist's firm; if they can move away with¬ 
out loss of income, they escape bearing the 
tax. But the monopolist himself is still making 
abnormal profits, as a rule, and will not cease 
making the product. 

Where a union exists for the sale of labor- 
hours, any backward shifting of an excise tax 
may well be impossible because of the usual 
union policy to oppose wage reductions. (The 
union cannot of course prevent a decline in 
employment.) Here the firm and its customers 
will share the tax burden from the price 
standpoint. 

Our final question on excise and sales taxes 
has to do with the disutilities or costs of these 
imposts, for the government must compare 
these with other taxes. Sales and excise taxes 
are relatively easy to collect and relatively 
difficult to evade. Furthermore, many American 
household-consumers appear to be unaware 
that many of the prices of the products they 
buy contain taxes. To these costs must be added 
other items having to do with the econ¬ 
omy's resource-allocation, income-distribution, 
and economic progress. Excise taxes change the 
existing allocation of resources and composi¬ 
tion of income because they are selective, i.e., 
are levied on selected products. Whether or 
not this re-allocation represents a loss in total 
economic-political want-satisfaction depends 
on (a) how well the previous allocation cor¬ 
responded to the households’ economic-politi¬ 
cal wishes; and (A) for what purpose the 
government spends the tax funds. 

The effect of a general sales tax on resource- 
allocation and income-composition is not easy 


to predict, for there are opposing tendencies. 
Such a tax is regressive; the low-income house¬ 
holds pay proportionately more of their in¬ 
comes in taxes than the rich. If a sales tax 
were levied on all consumption products by 
the federal government (which is not the case 
in the United States) and if the way in which 
the government spent the tax funds did not 
just compensate for the regressive incidence of 
the tax, there would be cither (<*) a tendency to 
shift the pre-tax allocation of resources toward 
the goods bought by the wealthier households; 
or (A) the reverse tendency. The first tendency 
would arise if, with the rich having relatively 
more to spend than before, in comparison with 
the poor, the government s spending did not 
take over resources for a more than compensa¬ 
tory increase in services for the poor. Here the 
resources as a whole would tend to be allocated 
more than before to the production of the 
products wanted by the rich. The second 
tendency would arise if the government's 
spending drew resources into production for 
the poor to an extent greater than that needed 
to compensate for the rich households* relative 
gain in command over the economy’s resources. 

Looking at American sales taxes as they 
actually exist (i.e., levied by almost half the 
states and not by the federal government), we 
find some slight tendency toward a geographic 
reallocation of resources. That is, some house¬ 
holds shift some purchases to non-salcs-tax 
states, thus tending to diminish at least retail 
employment in their own areas and increase 
it in the non-tax areas. However, this effect 
is doubtless very small because (*) in the tax 
states the retailers may try to absorb the tax 
themselves, thus preventing the price increases 
which lead some households to purchase else¬ 
where; (£) the sales-tax states often also have 
"use'' taxes whereby they try to collect taxes 
on out-of-state buying; and (c) most house¬ 
holds are too inert or too poorly located to 
make out-of-state purchases. 

Sales and excise taxes fall more heavily on 
consumption than on saving. They tend there¬ 
fore, under the assumptions that have been 
labeled "progressive" in this book, not to 
dampen but to accelerate the rate of net capital 
formation. (Under fully "dynamic” assump¬ 
tions, as we shall see, such taxes exert defla¬ 
tionary or anti-inflationary influences.) 
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0*0 Taxes on households' and firms' incomes. 
The federal government and about two-thirds 
of the states levy taxes on the net money 
incomes of households and on the net money 
incomes of business enterprise, mainly corpora¬ 
tions. In addition to these income taxes, the 
federal and virtually all the state governments 
levy payroll taxes to help finance old-age 
security payments to superannuated employees, 
unemployment-benefit payments to unavoid¬ 
ably unemployed persons, and payments to 
occupationally sick and injured employees. We 
shall briefly analyze the nature, incidence, and 
relative disutilities of these taxes. 

Taxes on households' incomes; the personal income 
tax. The so-called "personal" income taxes 
imposed by federal and state governments are 
progressive. By providing certain exemptions 
and deductions and through the use of "surtax" 
rates (which increase steeply with amount of 
net income) these taxes apply the ability-to- 
pay principle; the higher a household’s net 
income, the larger the percentage as well as 
amount that must be paid over to government. 

Let us see whether the personal income tax 
can be shifted by any particular household to 
any other economic unit in the economy. 
Household income is obtained, as we know, 
from two sources—the sale of labor-hours and 
the lending (sales of the services) of savings. 
At any time a given household has a labor 
(wage rate) supply curve to the economy as a 
whole, the curve being determined by the 
household’s preference system (indifference 
curves) for leisure and income; the total num¬ 
ber of hours allocable between leisure and 
income; the "price" of leisure; and the "price” 
of a dollar of income (the inverse of the wage 
rate). For some American households, prob¬ 
ably mainly those in the less skilled classes, 
this labor-supply curve appears to be negative; 
for other households, mostly those selling 
skilled labor and having relatively high stand¬ 
ards of consumption, the curve is probably 
positive. 

Now the imposition of an income tax means 
actually a lowering of the wage rate; in effect 
(i.e., to the household but not to the employer) 
the demand (MRP) curve for labor shifts left. 
Then the newly shifted demand curve has an 
intersection (equilibrium point) farther down 


and to the right on the negative labor-supply 
curve and farther down and to the left on the 
positive supply curve. (Both supply curves 
remain unshifted.) In the first case, other 
things equal, more labor-hours tend to be 
offered by the household; in the second case, 
fewer. In the first case the equilibrium wage 
rate tends to be lower and employment higher; 
in the second case the wage rate tends to be 
higher and employment lower. If in the first 
case employment tends to be higher, the output 
of goods higher, and product prices lower, 
other things equal, there is no shift of the tax 
to firms or buyers of the firm's products. In the 
second case, however, output tends to be lower, 
the "gross" wage rate paid by firms higher 
(because to the firms the MRP curve for labor 
has not shifted down at all), and product 
prices higher. Here, other things unchanged, 
the tax tends to.be partly shifted to firms and 
consumers. (The shift is only partial because 
the "net" wage rate, after taxes, is lower than 
the pre-tax wage rate, all of which was re¬ 
tained by the household. In the first case there 
has been "enforced” work, in the second case 
"enforced" leisure. That is, because of the tax 
the allocation of total hours by the household 
between leisure and income is different from 
the pre-tax allocation.) However, the fact of 
a progressive income tax, with relatively low 
rates for most of the households having nega¬ 
tive curves, makes it unlikely that the number 
of labor-hours offered by any such household 
would be much above what it would be with¬ 
out the tax. Nevertheless, since there seem to 
be so many of these households, the total 
effect might be fairly large. For any household 
in the positive-curve group the decrease in 
offering an employment might be considerable; 
but, since the number of such households is 
relatively small, it is unlikely that the total 
decrease would be large. For the economy as a 
whole, the net effect might well be negligible— 
and this conclusion is reinforced by our belief 
that the labor-supply curve to the whole econ¬ 
omy is less elastic (although negative) than 
for the typical single low-income household. 
It is furthermore true that in real-life America, 
where "other things" are never "equal, so 
many other conditions affect the quantities or 
labor-hours (unionism, technological progress, 
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cyclical fluctuations, and changing standards 
of living, to name but a few) that any relation¬ 
ship between labor offerings and the personal 
income tax may well be obliterated. 

Bear in mind that in the entire analysis above 
we have assumed no shift in household wants 
and preferences as such for leisure and income. 

Now consider the theoretical incidence of the 
personal income tax with respect to savings 
loaned by households. From our indifference- 
outlay-curve analysis we know that for 
American households (as for those in any 
economy) there is a propensity-to-save CPS') 
curve showing amounts of savings at each 
level of household income. Obviously an in¬ 
come tax reduces the amount of disposable 
income and thereby tends to reduce the amount 
of savings out of income. We move back and 
downward on the households’ PS curve. Since 
the income tax is progressive, the reductions in 
income and in savings are highest for the 
wealthiest households; and, as statistical 
studies indicate, these arc the households 
which save the largest amounts and percent¬ 
ages of their incomes. Thus, a progressive tax 
tends to cause a substantial movement down 
the whole economy’s PS curve; new savings 
out of current disposable income tend to be 
smaller than pre-tax savings. As a result, the 
interest-rate supply curve of savings, i.e., the 
curve showing the relationship between the 
interest rate and the stock of savings, tends not 
to shift rightward over time as much as it 
would in the absence of the tax. Then in 
‘progressive,'’ full-employment terms the 
equilibrium rate of interest tends to be higher 
than it would have been, and the accumulation 
of capital tends to be slowed. We might thus 
consider that in these terms the tax tends to 
cause a slowing of secular increase in the 
national income. But this would not happen 
if the government at once spent the tax funds 
on capital accumulation or durable investment 
of its own or if it at once spent the funds so 
as to shift private consumption-product-de¬ 
mand curves far enough to the right to stimu¬ 
late private investment. 

Among the possible disutilities of the 
personal-income tax (in comparison with other 
taxes) must be considered the degree of dif¬ 
ficulty in collecting the tax and the extent of 


evasion. There appear to be more "loopholes” 
in this American tax than in the sales tax, but 
its operation has been far above the level of 
the property taxes. 

Gnen the distribution of the benefits from 
government spending of funds obtained from 
taxes, the raising of the funds by the pro¬ 
gressive income tax significantly alters the 
allocation of resources and the composition of 
income. Resources arc apportioned much more 
in accordance with the wishes of the lower- 
income households than they would be in the 
absence of this sort of rax. This is of course 
due to the fact that after taxes the disposable 
incomes of the "poorer'' households have 
risen relative to those of the "rich.” 

In respect to the degree of resource-utiliza¬ 
tion and cyclical fluctuations, we may conclude 
that, if the government spends the tax funds 
promptly, there will be no decline in the total 
money demand for all goods. (All taxes arc 
deflationary to the extent that the tax funds 
are withheld by government.) If a cyclical 
downswing is already under way, the pro¬ 
gressive income tax is likely to be much less 
deflationary than a general sales tax because it 
reduces the expenditure on consumption prod¬ 
ucts much less and falls mostly on idle cash 
balances held by the wealthier households. 
On the other hand, if a cyclical upswing is well 
under way, the progressive income tax tends 
to be much more inflationary than the sales 
tax because it fails to check the purchase of 
consumption products much less, falling mostly 
on the savings of high-income households. 

Taxes on incomes . In the United 

States there have been three main kinds of 
taxes levied on the net incomes of firms, 
chiefly corporations: the so-called ’ ’corporation 
income tax," the so-called "excess profits” 
tax, and the so-called "undistributed profits” 
tax. The excess-profits tax has been used ex¬ 
tensively only during World Wars I and II 
it levied very high imposts on net incomes or 
profits in excess of eight per cent on the 
investment or other base. The undistributed- 
profits tax was employed during the ’thirties 
and has fallen into disfavor and disuse; it 
attempted to make corporations distribute 
profits as dividends to stockholder rather 
than put the profits into surplus and hold them 
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idle as “reserves." This measure may well 
have discouraged firms’ net investment out ot 
their own net incomes. 

We shall consider here only the corpora¬ 
tion income tax. It is a progressive one under 
both the federal and the state governments, and 
the revenues from it are a large percentage of 
total taxation revenues. The tax applies to 
what we have in this book called "normal" 
profits as well as to what we have called 
"abnormal" profits. In other words, when 
total annual accounting costs are subtracted 
from total annual gross receipts in order to 
obtain a corporation's net income for tax 
purposes, the total-cost item does not include 
the opportunity or normal amount of interest 
on the equity or ownership savings invested 
in the firm (nor docs it include any other non¬ 
contractual costs). Thus it is possible that 
dividends after taxes may not be high enough 
to provide the "normal” rate of return to 
stockholders. 

In analyzing the ability to shift and the 
incidence of the corporation income tax we 
have to consider the corporation both as a 
decision-making entity and as a group of house¬ 
holds that have invested their savings in the 
firm in equity form. The tax does not dis¬ 
criminate among corporations according to 
size or industry. It is evident that, since the 
tax is computed on net income—i.e., after the 
firm has made what it considers its maximizing 
decisions—the tax cannot change the maxi¬ 
mizing position; it docs not shift the MC or 
the MR curve and thereby cause the firm to 
reach a different maximizing position. At the 
same time there is no shift in the MRP-ARP 
curves or in the AO-MO curves; there is no 
change in the maximizing, equilibrium posi¬ 
tion for inputs of factor services. Therefore it 
would appear that the tax cannot be shifted 
to household-buyers of corporation products 
or to household-sellers of labor or to household 
sellers of savings’ services as a whole. But 
because the tax may cut the net income to a 
point where it is below what the owners of 
equity savings consider a proper level of return, 
it may discourage new investment by the firm. 
If the tax is steeply progressive, it may par¬ 
ticularly discourage new investment in the 
risky enterprises, where both profits and losses 
may be large. 


There is another possible disutility. As we 
know, households offer savings to firms either 
as lenders-on-contract (bondholders and note¬ 
holders) or as owners of equity savings. The 
contract-lenders receive fixed amounts of inter¬ 
est on their savings, and the interest payments 
are, under the tax laws, properly counted as part 
of total costs. But interest on equity savings 
is not allowed as a cost. Under these circum¬ 
stances households may well decide that they 
wish to have their savings in the contract 
rather than in the equity form. This means a 
rightward shift of the contract-savings supply 
curve and a downward movement on the 
existing equity-savings supply curve; at the 
existing rate of interest more contract savings 
are offered, and because of the lower rate of 
return (interest) on equity savings, a smaller 
amount of equity savings is supplied under the 
existing schedule. There is no shifting of the 
tax, as we have defined that term, but there is 
a tendency to avoid it. 

This possible reaction to the corporation 
income tax is an aspect of what is often said to 
be another notable disutility of the tax, namely 
its unfair discriminatory nature. The dividend 
income of equity savers is taxed twice, once 
as corporate net income and again as personal 
income. (To illustrate, suppose that the stock¬ 
holders of a corporation net-earn $1 million in 
a given year. This amount is taxed at a rate 
of 20 percent, leaving $800,000 to be paid as 
dividends to the stockholders, who now must 
pay personal-income taxes on this amount. 
The $1 million has been subject to two taxings.) 
On the other hand, the interest income received 
by contract-savers and the income receive 
from the sale of labor-hours is taxed only once 
—as personal income. 

Because the American income tax on corpora¬ 
tions does not discriminate among the various 
industries in which corporations are the pre¬ 
dominant form of enterprise, it cannot be said 
that the tax tends to make the a» ocall °" 
resources among such industries d.fferenr from 
what it would be in the absence of thettf 
except to the extent that itdiscourages ^eco 
nomic adventure and therefore prevents 
rapid flow of resources to new industries^ h 
are some .ndustries, such as ,gncul.^e and he 
service fields, in which the corpora °n ' 
negligible element. In these mdus.nes 
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personal-income tax rates are controlling; and 
insofar as these rates differ from the corpora¬ 
tion tax rates, there may be some tendency to 
alter resource-allocation. But so many other 
important conditions influence investment in 
the non-corporate as opposed to the corporate 
field that the actual effect of such tax-rate dif¬ 
ferences may well be negligible. 

Payroll taxes. These taxes are not income 
taxes in the sense thus far used. But they do 
affect the incomes of labor-selling households. 
Payroll taxes are levied by the federal govern¬ 
ment against employees’ weekly earnings and 
against employers' weekly wage payments to 
employees to help finance the federal old-age 
security program of benefit payments to retired 
employees and their survivors. Payroll taxes 
are also levied by the federal government 
against employers on their weekly wage pay¬ 
ments to employees, in order to help finance 
federal contributions to states' payments of 
unemployment compensation to wage earners. 
Against this tax may be credited 90 percent of 
any unemployment-compensation taxes paid 
by employers to states. Most of the stare 
unemployment-compensation taxes fall only on 
employers' wage payments, but a few states 
also levy taxes on employees' earnings to help 
finance the benefits which arc paid to unem¬ 
ployed workers under specified conditions. In¬ 
terstate railway employees have their own old 
age and unemployment compensation laws; the 
first is financed by "contributions” from (taxes 
on) both workers and railroads, while the 
second involves taxes only on the employers. 
Finally, the payment of benefits for occupa¬ 
tional accidents and diseases is financed by 
state levies on employers' wage payments. In 
the whole program there are certain con¬ 
spicuous exemptions, such as very small firms 
and their employees, agricultural firms, and 
domestic servants. 

In analyzing the incidence of these taxes we 
must distinguish those paid by employees from 
those paid by employers. Any tax of the sort 
just mentioned on employees may be viewed 
as compulsory savings out of wage income in 
order to help pay for the benefits to be received 
later when the workers become superannuated, 
unemployed, or occupationally disabled. When 
any of these taxes are paid, the employee 
receives the equivalent of an immediate wage 


rate cut. Eventually—by the time he dies—he 
may well have received what, in the dynamic- 
society in which he lives, amounts to a wage- 
rate increase. Any discussion of shifting and 
incidence must therefore consider whether 
employees look upon the deductions from their 
earnings as a wage cut or a possible wage 
increase through savings (the latter especially 
if the employer also makes such tax pay¬ 
ments). Suppose the tax is viewed as a wage 
cut. Then for any individual household the 
analysis and the conclusion is the same as for 
the personal income tax: There is no shifting, 
and the total quantity of lower-grade labor 
offered to firms tends to rise. It is unlikely, 
moreover, that households will move from 
"covered” to "uncovered” firms or occupa¬ 
tions. 

If there is a strong union, it may be able to 
obtain a higher, compensating wage rate from 
the firm dealing with it. A higher wage rate- 
may or may not cause a decrease in output and 
employment and a rise in product price. In 
terms of Chart 110, this result will take place 
if the previously bargained wage line was at 
or beyond point £, and it will not take place 
if the wage line was below this point. In both 
these cases the tax tends to be shifted to some- 
extent to the employer; his profits tend to 
suffer. In the first case (but not in the second) 
it falls in some degree also on household buyers 
of the product and on the members of the union 
affected by unemployment. 

On the other hand, if household-sellers of 
labor regard the tax as a wage rate increase, 
or at least not as a cut, none of the above 
results follow, with or without unions. There 
is no shifting here. 

What of the payroll tax collected from the 
firms? Since the tax is a percentage of payrolls, 
it is proportional to output and inputs and is 
to be regarded as an increase in labor cost. 
From the partial-equilibrium, static point of 
view, the analysis is very much like the one 
dealing with the shifting of an excise tax on 
a product. The firm's cost curves shift up and 
leftward, and output and employment tend to 
be reduced. The price of the product tends to 
rise and the actual wage rate to fall. Which of 
the two prices falls more (i.e., which gets the 
greater incidence of the tax) depends again on 
the relative elasticities of product demand and 
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labor supply. In addition, there may be here 
a tendency for the firm to substitute other factor 
services for labor. If a union is in existence and 
resists the downward pressure on the wage 
rate, more unemployment may result, depending 
on where, in terms of Chart 110, the wage rate 
line originally was. In the short run, a purely 
competitive firm will bear part of the tax; it 
will make lower profits after the tax is imposed. 
In the long run, profits become normal once 
more. A monopolist s abnormal profits tend 
to become smaller. 

The partial, static approach, however, does 
not tell the whole story for the taxes we are 
now discussing. These taxes are almost general, 
like the sales tax; and there arc few alterna¬ 
tive, untaxed opportunitiesforfirras or workers. 
We must therefore consider such matters as 
total money demand and price expectations if 
we wish to know the over-all effects on output 
and employment. At certain times payroll 
taxes are in general likely to be more defla¬ 
tionary (i.e., to reduce employment more) 
than sales taxes. Both taxes arc regressive, but 
sales tax funds are more probably spent at once 
by the government than are some of the pay¬ 
roll taxes, like old-age-security and unem¬ 
ployment-compensation-tax monies, during the 
first years these taxes are in operation. During 
the early years the "contributions" to the 
old-age reserve funds are much larger than the 
total amount of the pension payments out of 
the reserves. Later the reverse may be true, in 
which case the taxes are not deflationary. To 
the extent, of course, that old-age taxes go into 
the general government revenues and are not 
earmarked as reserves but are spent at once; 
and to the extent, therefore, that the pension 
payments come out of general revenues rather 
than special reserve funds, there is no dif¬ 
ference between old-age-security taxes and any 
other general regressive tax. With respect to un¬ 
employment-compensation taxes and expend¬ 
itures, if the tax monies are earmarked in 
reserves, the tax is deflationary during periods 
of full employment; government "take" 
exceeds expenditure for this item. During a 
period of widespread unemployment, however, 
the out-payments serve as a cushion against 
deflation, and the tax collections are a good 
deal lc>s deflationary. Accident compensation 
taxes and payments have little cyclical or long- 


run effect. They may be viewed as being largely 
non-deflationary. 

On the disutility side of American payroll 
taxes must be considered the complicated 
system of collecting the taxes and paying the 
benefits. Usually, instead of the relatively 
simple flat-rate taxes and flat-rate compensa¬ 
tion payments found in most other countries, 
the taxes and the payments are proportional 
to earnings; and such a system involves an 
enormous amount of bookkeeping. 

The payroll taxes appear to have little effect 
on the allocation of resources and the composi¬ 
tion of income. It is true that, up to 1949, 
agriculture and a few other segments of the 
economy were not covered by the taxes and 
that, other things equal, there might have 
been some tendency for resources to move into 
these fields rather than the covered ones. But 
the other determinants of resource-allocation 
were so much more potent (in other words, 
again, other things were not equal) that the 
discrimination in payroll taxing probably had 
a negligible effect. 

(3) Sme Objects (and Effects on Resource-Al¬ 
location and Income-Distribution ) of Govern¬ 
ment Expenditure in the United States, (a) Intro¬ 
duction. In the preceding section we usually 
assume the "products'* of American govern¬ 
ment to be given. We paid little attention to 
the uses to which government put the funds 
collected by various taxation measures, and we 
concentrated on the nature and probable effects 
of the taxes. Our task now is to consider the 
methods of raising the funds as given and to 
review briefly the nature and effects of the ways 
in which American government spends the 


unds. 

As with taxation measures, our concern 
/ith expenditure measures is mainly in their 
robable effects on resource-allocation, mcome 
istribution, economic progress, and (m tne 

ext chapter) extent of resource-utilization. 

hit here also—again as with che ta * at, °" 
leasures—we must remember that the cnara 
eristics of American government mentioned 
i the beginning of this chapter often, f*rh 5 

sually, operate to prevent the Jeve opmerto 
rational coordinated program of legislate 
nd administration designed to improve 
ource-allocation and the other ma.n .tern 
( economic welfare. For example, as we shall 
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see, it is difficult to explain the existence of the 
federal government’s program for farm-product 
prices on any ground of over-all economic 
welfare; there may be substantial social benefits 
in the program, but by and large it reflects a 
yielding by government, for political reasons, 
to a powerful minority pressure group. 

Before proceeding with a discussion of the 
government measures actually in use in the 
United States, let us review, in somewhat more 
detail than we did in Chapter 41, the things 
that rational, democratic, non-socialistic gov¬ 
ernment might undertake in order to increase 
households' want-satisfaction from the stand¬ 
points of resource-allocation and income- 
redistribution. 

(i) Possible allocation measures. Part of the 
responsibility of rational government is to 
assist The Invisible Hand of the price system 
to achieve an over-all utility-maximizing 
allocation of resources. For the private sector 
of the economy the problem boils down to 
getting the firms to present the households with 
the true cost-price alternatives of producing 
the various competing products. Faced with 
these proper alternatives, the households could 
then express their preferences through their 
dollar votes in the market places. And given 
the distribution of income, the households' 
resources would be allocated in an optimum 
pattern by the firms. Want-satisfaction would 
be maximized. 

Our studies of the hypothetical economies 
should be very helpful with this problem. 
Among the eight model economies, in only 
three were conditions such that an optimum 
allocation of resources was achieved. These 
were the Frontier Household, stationary and 
progressive Atomisia, and Rulenia. In the 
other five there were obstacles to the maximi¬ 
zation of want-satisfaction. 

We know by this time how maximum utility 
and optimum resource-allocation were won in 
the three and lost in the five. In Atomisia, for 
example, we assumed reasonably adequate 
knowledge among the households and firms 
and reasonably adequate mobility among the 
factor services or resources. For Atomisia and 
Rulenia we also assumed conditions—private 
enterprise pure competition or government- 
entorced pure competition—which raadecertain 
that marginal utilities for households would be 


equated to marginal costs. Among the purely 
competitive conditions for the private-enter¬ 
prise economy were the following: (1) There 
was no differentiation of an industry's firms in 
households' minds cither as to products or as 
to work conditions. In other words, each 
class of product was standardized and homo¬ 
geneous, and so were employment conditions. 
(2) Each firm was a very small economic atom 
among a very large number of firms making a 
given product or hiring a given factor service. 
This atomism in each market was possible 
because we assumed a simple technology and 
no monopolistic collusion among firms. (3) 
There were no institutional or technological 
restrictions on entry into or exit from any prod¬ 
uct or factor service market. 

In the other five economics things were dif¬ 
ferent. For example, in Monocompia, Oligopia, 
and early Monopia, marginal revenue curves 
were different from demand curves because the 
latter (which expressed marginal utilities to 
the households) were tipped. Therefore, when 
firms behaved the same as in Atomisia, i.e., 
equated AfR's with AfC’s, there was no equat¬ 
ing of AR's (or AlU's) with AlC's. And unless 
the various product-demand curves had identi¬ 
cal elasticities, and unless the supply curves 
of a given factor service to the firms also had 
identical elasticities, there was a misallocation 
of resources. In Bartcrland and in latter-day 
Monopia the optimum allocation of resources 
could have been attained only by sheerest 
accident. Similarly with The Boss's domain: 
Without economic or political expression of 
households' wishes in Dictatia, it would have 
been pure coincidence if the production plans, 
based on indifference curves arbitrarily drawn 
by the central authority, had corresponded 
with the desires of the households. 

In the private-enterprise economies in which 
some degree of monopoly prevailed we found 
the following: ( 1 ) a good deal of ignorance 
among households about firms' products and 
employment conditions; ( 2 ) a good deal of 
immobility among the factor-services because 
of the reluctance of households to move from 
one firm to another; (3) a differentiation of 
firms in households' minds (in Monocompia 
and part of Oligopia) as to products and 
employment conditions; advertising and other 
sales-proraotion methods used by Monocom- 
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pian firms and especially by a large number of 
Oligopian firms; (4) in Oligopia and Monopia, 
large size among firms in relation to the size 
of the market, either because of advanced 
technology or because of combination among 
firms; ( 5 ) in Oligopia and Monopia, restricted 
or closed entry into the industry. 

Having tried to work out certain conditions 
that make for an optimum allocation or for a 
misallocation of resources, let us look for a 
moment at the measures which might be used 
by a rational democratic government to improve 
the allocation in a mixed economy containing 
markets that range from the near-purely com¬ 
petitive to the monopolistic and monop- 
sonistic. There appear to be seven main ones: 
Firsts the government might fix maximum prod¬ 
uct prices and minimum factor-service prices 
for the non-purelycompetitivefirms. With prod- 
uct prices, a government bureau might try to 
estimate for each product the price that would 
"clear the market," i.e., the price that marks 
the intersection of the estimated household 
demand curve and the firm’s (or group of firms ) 
MC curve. Then, since the firm must charge no 
higher price for any output, each firm would 
have in effect a horizontal AR curve, and, 
therefore, an MR curve identical with it; and 
in equating marginal revenue with marginal 
cost the firm also would equate product-price 
with marginal cost, thus operating willy- 
nilly like a pure competitor. Thus if the 
demand curves and the market-clearing prices 
were correctly estimated, government price- 
setting might conceivably be equivalent to an 
application of The Rule. With respect to factor- 
service prices, the government might set interest 
rates for various kinds of loans. And it might 
also, by estimating the supply and demand 
curves for various labor occupations, set mini¬ 
mum wage rates for each occupation. In both 
cases the firm then would get a horizontal AO 
curve and an identical AfO curve, which it 
would equate to the marginal revenue product 
(the latter representing not only technological 
conditions but also the fixed product price). 
Here again the purely competitive result might 
conceivably be approximated if the supply 
curves and the market-clearing prices for the 
factor services were correctly gauged. 

Whenever a firm is large in relation to its 
market, it is likely that the above measures 


would result in financial losses to the firm. 
The product price would be lower than average 
total cost for any output, including the equi¬ 
librium one. In this case the firm might lower 
its ATC curve by re-contracting at lower prices 
with the owners of rent-receiving factor- 
services. But if this were impossible or imprac¬ 
tical, the government might find it necessary 
to cover the firm’s loss by payment of a subsidy. 
The subsidy might be considered desirable 
because the households want the product at 
the socially beneficial output. The money for 
the subsidy might be created by government 
fiat or might be derived from taxes or borrow¬ 
ings. 

Clearly the above measure would involve a 
high degree of centralized government control 
over and interference with private economic 
decisions. It would also be difficult to enforce 
and might, if not supported by the great 
majority of voters, be very discouraging to 
private enterprise. But, if successful, it would 
undoubtedly approach an optimum allocation 
of resources and greatly increase the total of 
economic want-satisfaction. 

Two other things should be noted about this 
measure: It would do nothing about the basic 
conditions that make for misallocation; it 
would simply superimpose ’’mock" pure com¬ 
petition on the existing economic structure, 
without trying to increase knowledge, mo¬ 
bility, the number of firms, etc. Furthermore, 
it shows that something like The Rule might 
be attempted without the imposition of social¬ 
ism or state ownership of capital. 

Second , the government might try to enforce 
an •’anti-trust” policy by breaking up monop¬ 
olistic combinations of firms and of house¬ 
holds and by preventing collusion among 
separate economic units. Many corporations 
are composed of two or more (often a great 
many) plants or producing units. Each separate 
plant might be made a separate firm. The more 
separate firms there are, the closer the approach 
to atomistic competition (but not necessari y 
pure competition, as we know from our study 
of Monocompia). Similarly, labor u 
might be declared unlawful, thus resting 
atomistic competition among househo 
selling labor-hours. r 

While this measure might fall far shoT 
attaining rhe necessary atomism among 
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(because many single plants would still be 
very large in relation to the market, for tech¬ 
nological reasons—e.g., railroads, public utili¬ 
ties, and steel plants), there would be an 
increase in competition and a somewhat closer 
approach to an optimumallocationof resources. 
The political difficulties involved in breaking 
up multi-plant corporations and in prohibiting 
labor unionism are obvious and need not be 
elaborated. 

Third , the government might try to increase 
the amount of economic knowledge and mo¬ 
bility. It might try to dispel ignorance among 
household-buyers by publishing extensive 
information about firms’ products, based on 
tests performed by government laboratories. 
It might similarly require detailed truthful 
statements by firms on labels and elsewhere 
about the nature of their products. Similarly 
the government might make and publish the 
results of its own studies of firms' employment 
conditions or might require the firms them¬ 
selves to make detailed truthful statements. 
To promote mobility further, the government 
might establish offices to facilitate firms' em¬ 
ployment of labor and savings. These offices 
would serve as clearing-houses of information 
on job opportunities and lending opportuni¬ 
ties; firms would requisition labor or savings 
from the offices, and households would apply 
to the offices for employment opportunities. 
In no case would households be compelled to 
take employment or firms to hire the labor or 
savings. 

Any increase in knowledge and mobility 
might tend considerably to decrease the dif¬ 
ferentiation of firms in households' minds and 
to make product-demand-curves and factor- 
services supply curves much more elastic, 
thereby greatly lessening the differences be¬ 
tween MR's and /4R'$ and between MO's and 
AO's. There would thus be a closer approach 
to purely competitive conditions and to an 
optimum allocation of resources. 

The above group of measures appear to in¬ 
volve a smaller degree of government inter¬ 
ference with private economic decisions than 
the first two groups. 

Fonrth, the government might try to elimi¬ 
nate product variation and to obtain product 
homogeneity by reducing the number of grades 
for any given kind of product and bv requiring 


firms to produce any grade in accordance with 
standard government specifications. Product 
differentiation based on differences in firms' 
locations and on differences in sellers’ person¬ 
alities could of course not be removed. 

Fifth , the government might try to make 
entry into a given industry easier by removing 
some of the causes for restricted or closed entry. 
For example, the exclusive ownership of an 
important source of raw material by one firm 
or a pool of firms could be prohibited. And the 
monopoly conferred on a firm by the exclusive 
ownership of a technological device through 
a patent could be reduced by limiting the 
duration of the patent right. 

Sixth , compering plants might be established 
by the government. These plants might furnish 
'yardsticks” for measuring the propriety of 
the prices and outputs of privately owned and 
operated firms. In some cases, of course, e.g., 
where privately owned public utilities are 
large in relation to the actual or potential 
market, such action by government might well 
involve a wasteful duplication of facilities. 

Seventh , going a step farther, the govern¬ 
ment might decide that certain industries, such 
as banking, railroads, and public utilities arc 
unsuited for private enterprise, because they 
are so intimately connected with the gen¬ 
eral public welfare and because they are by 
their very nature monopolies in the markets 
in which they sell. (They arc "natural” mo¬ 
nopolies because they arc technologically very 
large in relation to the market; because, there¬ 
fore, if there were several firms, each would 
operate with decreasing ATC curves, leading 
each of them to try to increase profits bv 
expanding output; and because, therefore, the 
existence of more than one firm tends to lead 
to a price war from which the strongest firm 
emerges as a monopoly.) The government 
might then nationalize” such industries by 
buying them out with public funds, thus mak¬ 
ing them government monopolies like the 
postal service. Such industries would then be 
operated presumably by application of The 
Rule without regard to profit-maximization, 
and by obtaining subsidies, if necessary, from 
tne government treasury. 

If is clear, f rom our knowlcdge of economi2 . 
■ng, that any or all of these measures could 
contribute importantly to a better allocation 
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of economic resources because households are 
given a more accurate picture of the true 
economic alternatives. That is, there would be 
a "better" composition of the national income 
and it would be larger. The rational govern¬ 
ment could by referendum present this advan¬ 
tage, with adequate statistical and graphic 
illustration, to the political voters. A fair pres¬ 
entation, however, would also make it plain 
that the increase in total utility would involve 
a significant increase in social cost, namely 
the various restrictions on free private eco¬ 
nomic decision. Recognizing the alternatives, 
i.e., the costs versus the utilities of the meas¬ 
ures, the voters would then be able to de¬ 
cide which if any of the measures should be 
adopted. If the decisions were based on ade¬ 
quate knowledge and on rational weighing of 
alternatives, it could then be said that, so 
far as resource allocation is concerned, an op¬ 
timum, utility-maximizing apportionment of 
economic-political or social resources had been 
achieved. 

(ii) Possible measures for changing the distribu¬ 
tion of disposable income. Now let us look briefly 
at the measures that might be used by a 
rational, non-authoritarian, non-socialistic 
government to make the distribution of income 
less unequal and thereby to enlarge the total 
of want-satisfaction (on the assumption of 
relatively equal capacity among persons to 
enjoy satisfaction and on the assumption of 
no diminution in total income because of 
decreased incentives to work and to save). 

First, government might spend money on 
administering laws designed to encourage the 
development of labor unionism among house¬ 
holds, on the theory that a great many firms 
are monopolistic and monopsonistic and that 
they therefore appropriate large economic rents 
which might be cut into by the unions without 
causing a slackening of productive activities 
by the firms. As indicated in previous discus¬ 
sions of rent and of unions, there is much to 
be said in favor of this measure for redistribut¬ 
ing income. But there are several difficulties 
also: GO From the standpoint of raising 
workers’ incomes, the greatest need is in just 
the industries (such as cotton garments and 
seamless hosiery) where competition among 
firms is so keen that the firms' rents are small. 
Workers’ incomes are much higher, even in 


the absence of unionism, in the industries 
like iron and steel, where oligopoly exists 
and the firms' rents are high. ( b ) Firms' 
owners tend to relinquish rents less willingly 
to unions through collective bargaining than 
to government directly through the progressive 
income tax. Industrial conflict might be in¬ 
creased. (c) Unions themselves might become 
big-tirae monopolies and rent-takers. They 
might succeed in appropriating larger amounts 
than the firms’ economic rents. In terras of 


Chart 110, unions might get to the left of 
point E on the employer's part of the settle¬ 
ment locus. 

Second , government might require firms to 
pay minimum wage rates to workers. In doing 
so, it might merely cover the least skilled, most 
"sweated" occupations, or it might engage in 
wage-rate fixing for all wage-earning occupa¬ 
tions. The first is a relatively modest measure. 
The second puts "government in business" up 
to the hilt, for here government would be 
usurping one of unionism's main functions and 
would probably be drawn into a program of 
product-price fixing in order to try to preserve 
firms' profits. 

Third, given the methods of raising funds, 
government can distribute large amounts to 
the low-income families through the provision 
of what have come to be known as social 
services. These services include (*) all forms of 
"social insurance"—unemployment compensa¬ 
tion, old age pensions, and various benefits for 
various kinds of accident and sickness disa¬ 
bilities;^) weekly grants of money allowances 
based on size of household; and (c) free librar- 
ics, parks, and other services provided by 
government enterprise. 

In addition to the above items of expenditure 
the government of course spends funds on 
administering the laws whereby the tax fund*, 
are collected. 

With the above discussions of possible re¬ 
source-allocation and income-distribution meas¬ 
ures in mind, let us now consider some ot the 
main United States programs actually in ex¬ 
istence. We may say at once that, so tar as 
peace-time decisions have been concerned. 
American government appears to have dt 
with income-distribution and full-employ me 
problems more consciously than with resource- 
allocation. Only in the following main classes 
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of measures is there discernible an effort to 
change and improve the apportionment of 
resources: (V) government spending for such 
productive purposes as flood control and con¬ 
servation of resources; (£)government measures 
for increasing competition among private firms, 
notably the '’anti-trust” laws; (c) government 
regulation of railroad and public utility 
product-prices; (d) government attempts to 
increase the mobility of labor through public 
employment exchanges; and (r) in the inter¬ 
national field, the lowering of tariffs. 

(b) The Setting and Control of Product Pricer. 
(i) The NIRA. During peace years the American 
government has never undertaken any 
thoroughgoing direct fixing of product prices 
for firms in the economy as a whole. The 
closest approach to over-all peace-time price¬ 
fixing came during the life of the National 
Industrial Recovery Act, from 1933 to 1935, 
when, after years of severe business down¬ 
swing and depression, something close to a 
national emergency was believed to exist and 
the so-called "New Deal" government's 
National Recovery Administration promul¬ 
gated "codes of fair competition" to govern 
the trade and labor practices of some 600 
"industries" or groups of firms. Under the 
codes, before the Act was declared unconsti¬ 
tutional by the United States Supreme Court in 
May, 1935, there were four kinds of provisions 
which directly or indirectly led to price- 
fixing: minimum prices set forth directly in 
the codes; prohibitions against selling below 

reasonable" or "lowest reasonable" (average) 
product cost; "open price" arrangements for 
filing product prices with the code"authority," 
which then circulated all firms' prices within 
the industry from time to time, with a view 
to discouraging "destructive" price-cutting; 
and various limitations on increasing the 
amount or use of productive capacity, thus in 
effect setting output restrictions and quotas 
for member firms. 

Clearly these product-price provisions were 
developed with a view to preventing price 
wars among oligopolists rather than with a 
view to providing price flexibility and the 
equating of AR's (product prices) with MC's 

Tk ,mprove che location of resources. 
Ihe NIRA, containing also as it did in its codes 
certain minimum-wage-rate provisions for 
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labor, was in fact a recovery-from-depression 
measure directed almost wholly toward fuller 
utilization of resources. The setting of mini¬ 
mum product prices was the government's 
inducement to private firms for their accept¬ 
ance of the minimum labor prices. But, because 
the firms in a particular industry, especially 
the bigger firms, were of major influence in 
formulating the codes, the NRA amounted 
chiefly to a government promotion and foster¬ 
ing of monopolistic practices; and it was this 
fact which led to its garroting by the Court. 

It is noteworthy that (</) all the product 
prices fixed in the NRA codes were minimum 
rather than maximum ones; and (£) there was 
no thought of applying any device similar to 
The Rule. Furthermore, as we shall see later, 
it appears that the raising of money wage 
rates is of dubious worth as a way of getting 
out of depression and into full employment. 

In certain broad fields of private industry, 
namely interstate railroads and motor carriers, 
interstate communications, public utilities, 
agriculture, and retail and wholesale selling, 
American government has become more and 
more involved in price determination, either 
directly or indirectly. Here the record is mixed, 
as will be shown below. The interstate rail, 
motor, and "word" carriers, and the public 
utilities, arc generally recognized as "natural" 
monopolies within their respective market 
territories (the carriers of course compete 
between certain common, large terminal 
cities). Consequently the federal government 
(in its regulation of the interstate carriers and 
the radio, telephone, and telegraph com¬ 
panies), and the state governments (in their 
regulation of the electric power, gas, and local 
telephone companies) have come to set 
maximum rather than minimum product 
prices. Moreover, since the early days of these 
firms were replete with instances of discrimi¬ 
natory prices' among various buyers or classes 


nr.rri7«tk«Vk *7 j <*'*«*m»nation were 

aV<r by ht ra,l , ro ? d ': O)Different rates were charged 
ff h efU co '7 1modmcs - low ratc > being assigned to pr5d- 
hUh v,!°~ V ^i UC P cr _P? und "as low and high rates to 
high;\alue products. The general principle governing such 
discrimination, sometimes*referred to as -fharein* whar 

ZSZFJr-'-V" ( ,hc u atc for cach p r ° duct 

t hc J Virub J COSt a, "«butable to it. plus a 
share of the fixed cost, if possible, and (*) ,hc marginal 

uX y !hf, a g|vcn p rod K uc ‘ should c ' )ual thc n,ar * 

g nai cost. Under this principle the heavy, bulky products 
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of buyers of che firms' services, government 
regulation has also tried to eliminate "unfair'’ 
discrimination. On the other hand, most of the 
handling of matters related to the pricing of 
agricultural and wholesale-retail products, 
where most firms are atomistic, has empha¬ 
sized minimum rather than maximum prices. 
Here too there is a tendency to prohibit 
‘ unfair'' price discrimination. 

The nature of the price treatment accorded 
by government to these major American 
industries depends in part on economic condi¬ 
tions, such as the relations, over time, be¬ 
tween the demand for and the supply of their 
products and the nature of the competitive 
relations among the firms, and in part on the 
political importance of the voters connected 
with the industries. Let us consider each 
industry briefly, bearing in mind that in deal¬ 
ing with each one as a whole we shall unavoid¬ 
ably have to mention certain matters other 
than price-fixing. 

(ii) Amtncan railroads and other public utili¬ 
ties. In a highly specialized exchange economy 
of advanced technology the transporting of 
products, productive factors (including human 
beings), and ideas, and the provision of power 

with a low value per pound, like coal and *crap iron, con- 
cribuied very little to the heavy fixed com* of a railroad, 
and the high-value product* like silk and shoe* paid a more 
than proportionate share By operating in this fashion a 
railroad maximized it* profits Thu sort of discrimination 
is not necessarily ’unfair," and federal regulation has tried 
merely to eliminate abuses. (2) Shippers in different locali¬ 
ties were charged different rate*, even though the product* 
and the distances were identical. Under actual condition* 
this rsojrafhu discrimination often resulted in higher rates 
for certain short hauls than for certain long ones The rea¬ 
son for the discrimination was the existence of competition 
from another railroad or from another form of transporta¬ 
tion with respect to the shipping point and the destination 
on the long haul and absence of such competition for the 
points involved in the short haul. For example, because of 
the Ohio river competition, the rate for a given product 
from Pittsburgh to Louisville might be lower than the rate 
from, say. Columbus to Louisville, where river competition 
did not exist, even though the distance between the first 
two points was considerably greater. Federal regulation 
has not tried to abolish such discrimination but has allowed 
it to exist where ba%ed on actual competitive conditions 
(J) Much of the previous discrimination among products 
jnd localities was not based on justifiable grounds but was 
disguised firional discrimination, le, baMrd on special 
price favors granted to or extracted by certain shipped 
Secret rebates and other devices were used in order to 
obtain the patronage of large shippers, who used their 
monopsomstic posver among competing railroads to the 
fullest extent Federal regulation has succeeded in removing 
most of this socially unjustifiable discrimination. 


or energy and heat, are of vital importance to 
the operation of the economic-political sys¬ 
tem. Given this importance and given the fact 
of natural monopoly in the production of the 
vital services, it is easy to understand why 
there has been an increasing amount of 
government control of these firms since the 
1880's. Interstate railroads have been regu¬ 
lated by the Interstate Commerce Commission 
since the passage of the Interstate Commerce 
Act in 1887; this Act has been amended a num¬ 
ber of times subsequently. Motor carriers have 
been regulated by the same Commission since 
1935 under the Motor Carriers’ Act of that 
year. The Communications Act of 1934 
established a Federal Communications Com¬ 
mission for the regulation of radio, telegraph, 
telephone, and cable services. The Civil 
Aeronautics Act of 1938 set up a Civil Aero¬ 
nautics Board to exercise similar control over 
air transportation firms. All these agencies 
have been given rather broad powers. Not 
only must they approve all changes in rates 
(prices) proposed by the firms, thus in effect 
having the power to set maximum (as well as 
minimum) prices; they arc also authorized 
to determine whether the firms shall expand or 
reduce their services and fixed facilities, i.e., 
they control new investment and disinvest¬ 
ment. In other words, no new rail lines, air 
lines, etc., may be established by the private 
firms except by permission of the regulatory 
agency. The control extends to the issuance of 
(effort to sell) new securities by any firm 
subject to the agency. 

Firms producing electricity and gas arc- 
regulated mainly by state public service com¬ 
missions. To the extent that holding com¬ 
panies arc involved, however, the utilities arc 
also subject to the Federal Securities and 
Exchange Commission under the Securities 
Exchange Act of 1934. In addition, the electric 
power companies are subject in certain area 
to the -yardstick” competition of federal y 
built and operated plants, notably those in 
the Southeast under the jurisdiction <of th 
Tennessee Valley Authority, which came into 

existence in 1933- . , urt 

In the light of administrative and court 

decisions, as well as of the wording of 
American statutes, it appears that, whe 
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government agency has the power to fix 
product prices for a group of firms, it also has 
three main, closely related obligations and 
responsibilities. It must see that the owners of 
the factor services and of the firms receive the 
"normal competitive return" for the labor and 
savings (including equity savings) employed 
by the firms. It must see that the quality anJ 
quantity of product output is such that the 
general public is "well served." And it must 
see that the prices arc low enough for the 
public to buy the output considered "desirable 
from the social standpoint." In terms of our 
own studies, all these responsibilities are 
realized if the regulatory agency equates 
product price (rather than marginal revenue) 
to marginal cost, provided that at this equi¬ 
librium price the average total cost (including 
normal profits) of producing the relevant out¬ 
put is equal to the price. 

In practice it is very difficult to translate 
these responsibilities into a successful program 
of regulation. Consider the railroad firms. 
The stockholders of the railroads must receive 
a rate of return or profit equal to what could be 
obtained from investment in other industries 
of comparable risk and liquidity. If they fail 
to do so, there will not be sufficient freight and 
passenger service in the economy. Capital 
equipment will wear out and not be replaced. 
Innovations may not be introduced. So not 
only must the regulatory agency set freight 
and passenger rates equating the quantities of 
ton-miles and passenger-miles which (accord¬ 
ing to the demand curve) will be bought with 
the quantities whose marginal costs are equal 
to the rates sec. It must also set the rates so 
that they are equal to the relevant average 
total cost, including normal profits, on 
invested funds, say profits at a rate of five 
percent. Now it may well be that the two 
musts just mentioned are incompatible, 
i.e., cannot both be realized. The equating of 
AR (rather than MR) with MC may lead to an 
output at which the price is below the average 
total cost of producing the output. The 
regulatory agency has other difficulties. In the 
real American world the agency would have 
great difficulty in obtaining enough informa¬ 
tion to equate /*R with either MC or ATC. In 
the first place, it is not easy to estimate what 


the position*. anJ elasticities of the demand 
curves for the railroads' services arc at any 
current or future date. Second, it is nor easy 
to compute ATC curves that are satisfactory 
to the owners, for certain elements of cost are 
elusive or subject to manipulation. 

Let us assume that the demand curves arc- 
known and that all elements of variable and 
marginal cost are known. The sticky problem 
for the regulatory commission lies in some of 
the fixed costs, especially if we consider as a 
fixed cost the normal profit necessary to keep 
the railroad in effective operation. How much 
shall be allowed for an intangible asset such as 
"good-will"? That is, shall freight rates and 
passenger rates be set high enough to allow a 
return on the public’s affection for the road as 
built up by certain public-relations and labor- 
relations policies? What shall be considered 
the present value of the savings invested in 
tangible form in the railroad? 

For simplicity let us assume only the second 
of the two cost problems just mentioned. From 
previous studies we know that a privately 
owned and operated railroad not subject to 
regulation would try to maximize profits or 
minimize losses by equating, as nearly as 
possible, marginal revenue with marginal cost. 
We know also that if the resulting product 
price were persistently above average total 
cost (including normal profits), as calculated 
by the railroad, there would be abnormal 
profits; and in time the valuation of the tangi¬ 
ble assets or fixed capital would be raised, to 
any one who wished to purchase a "piece" of 
the firm, by a recapitalization of the earnings. 
Similarly, persistent losses would result in 
time for new owners in a downward re¬ 
capitalization of the fixed assets. Moreover, in 
the first case additional investment would 
tend to be made and more services provided; 
and in the second case capital would tend to 
leave the firm, with a diminution in output. 
But with a regulated railroad or public utility 
there are at least two significant differences. 
The regulatory agency may well decide that, 
whatever the rate of profit or loss, the public 
interest requires that there be no increase or 
diminution in the amount of fixed-capital 
input. Second, the valuation of the fixed 
capital is not left wholly to market forces. 
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The agency itself is empowered to set a "fair” 
and "reasonable" valuation on these assets of 
the firm. Both these things mean that the 
agency has a large measure of control over the 
level of the regulated firm's ATC curve. 

If the regulatory agency knows the demand 
and marginal cost curves, and if it acts solely 
in the public interest, it will set the product 
price for the railroad at the point where the 
demand or /4R curve intersects the MC curve. 
At this point, as we know, the marginal 
utility of the railroad's services to the firms 
and households just equals the marginal cost 
of producing the services. But suppose, as 
often happens, that this price is lower than 
the existing average total cost of producing the 
relevant amount of service. Then the agency 
must examine the costs of the firm very care¬ 
fully. Suppose it finds that the railroad's ATC 
curve has been "blown up" for many years 
with charges for good-will and other in¬ 
tangibles; the promoters, let us say, "milked" 
the corporation and left behind a legacy of 
"watered" stock — inflated paper values on 
which dividends are sought by the owners but 
behind which there is no tangible capital or 
earning assets. In this case the public-spirited 
regulatory agency will write off the fictitious 
charges; i.c., it will revalue fixed capital, 
thus lowering the ATC curve to a point where 
normal profits are possible. But such action 
will result in a "terrific squawk" from the 
owners who bought the watered stock in 
good faith, since their rate of return is lowered. 
These owners will bring heavy political 
pressure to bear on the agency, hoping to get 
a price equated at least to the existing average 
total cost (rather than to marginal cost). 
They would of course prefer to have MR 
equated to MC, which may provide abnormal 
profits, and indeed the price that they demand 
in their political bargaining will probably be 
this one. But they will be content to "settle” 
for the other one. If the agency resists the 
pressure, the present owners will then probably 
iue in court, claiming a violation of the Fifth 
Amendment to the Constitution, which for¬ 
bids any federal agency to take property with¬ 
out due process of law. (If the firm is a public 
utility regulated by a state commission, the 
owners will allege violation of the similarly 
worded Fourteenth Amendment.) The courts. 


including the Supreme Court, may or may not 
find for the owners. In any event, as has 
actually happened innumerable times, the 
decision will repeat the “rule of reason'*— 
"fair and reasonable" rates to the public 
based upon a "fair and reasonable" valuation 
of the firm's assets so that the owners obtain a 
"fair and reasonable" return. 

Let us suppose that the court upholds the 
agency. Then the owners of the corporation's 
stock may continue to hold it, taking a lower 
return on their original investment or a normal 
return on their devalued investment. Or they 
may sell their stock to new owners; but the 
stock price will have gone down, so that the 
former owners receive less than they paid and 
the new owners receive normal yields on their 
purchases. 

Now let us assume that, with the "social" 
price of the railroad's service lower than the 
relevant ATC t the regulatory agency finds no 
evidence of fictitious investment. There are no 
"watered" valuations. In this event the agency 
has several alternatives: If it believes that the 
amount of fixed capital should not, in the 
public interest, be decreased (that is, if it 
believes that the scale of the operation shoulJ 
not be reduced), it may nevertheless proceed 
as in the watered-stock case above. Court 
action by the owners here is more likely to be 
successful. The agency may then have to set a 
price equating AR to ATC rather than to MC. 
Or it may request the government lor a 
subsidy to compensate the owners for the loss. 
But the direct subsidy of public utilities other 
than air transport is not part of the present 
government program of regulation. (Indirect 
subsidy of motor transport is provided through 
government-financed highways. Most railroads 
also received the same sort of subsidy in their 
early years.) 

Finally, let us assume the less usual case in 
which the demand (AR) curve is so high in 
relation to the railroad’s ATC curve that the 
intersection of the AR curve with the i 
curve gives a price in excess of the relevant 
ATC. That is, the socially beneficial product 
price allows abnormal profits. These pro ** 
may then be appropriated as rents by ‘ « 
owners of factor services, or they may 
taken by the government through taxation, ur 
the regulatory agency may require an extension 
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of facilities until a new, rightward ATC curve 
and its MC curve would be in such positions 
that the relevant ATC equals the product price 
set by the intersection of AR and MC.* 

We may note, in concluding this discussion, 
that American agencies regulating railroad 
and public utility prices have from time to 
time used three main standards, singly or in 
combination, as actual or rationalizing bases 
for determining the value of the fixed assets 
which help to establish average total costs: 
original cost, cost of reproduction, and cost of 
reproduction minus depreciation. (It should be 
noted that, if The Rule were followed in setting 
public utility prices, there would be no need 
to bother with the valuation of fixed assets 
and the determination of average total costs. 
Under The Rule, AR would be equated with 
marginal cost.) It is noteworthy that capital¬ 
ization of earnings is not in the list; it 
couldn't be, for the earnings are here the 
dependent variable, to be determined. Each 
of the three methods of valuation has certain 
advantages and certain disadvantages. Original 
cost might be a fairly adequate measure, 
provided that records were available showing 
actual investment in Tangible assets at the time 
the company was formed and subsequently 
(if the fixed capital was expanded); and 
provided that the general price level had not 
risen or fallen so much as to make the original 
dollar figures entirely inadequate as a basis for 
determining a "fair” return for the owners at 
present prices. Obviously these conditions are 
most difficult to fulfill, with the result that the 
original cost criterion is only one of several 
items considered by the regulatory agencies. 

* If we could iMumc chat the regulatory agency it secure 
enough politically to deal with the railroad s long-run cost 
curves rather than the short-run cost curves used above, we 
have a situation in which all the above cases are solved by 
the equating of AR with ATC In other words, the long-run 
A1C curve is not relevant and is not used by the agency 

ttiwllsis C T “ a m0n0p °>’ which ■* equivalent 
, ,ry o( competitive firms. It will be remem- 
r>cre<l that the long-run product-supply curse of a grouo of 

SSISTC S ' allh 1 Ugh dcr ! vcd , b >' summing the ,nd«- 
yidual A1C curves, is to be considered a long-run H7C curve 
inclusive of economic rent. 6 c 

It should also be understood that all the above discussion 
m order to get at the essence of the problem. negl«tcd^s 
complexity. Actually a railroad or a public ucilicy produces 
a great variety of services, and many of the costs Wred 
n doing so cannot be allocated to any one of the piXcts- 
fiptJlJSV"”' , Nevef * h « ! «*. marginal costs^may be‘ 
fi art,C ^ lar pf ° duCtS and &*d costs may £ 
arbitrarily allocated in more or less satisfactory fashion. 


an 


The cost of reproduction basis involves taking 
i inventory of all existing items of plant and 
equipment and applying present prices to this— 
a truly gigantic task. This criterion does take 
care of previous price-level changes, but it 
involves many controversial problems. For 
example, does "present prices” mean those of a 
particular date or an average of prices over a 
period of, say, five years? Suppose the present 
plant is technologically outmoded; should it 
be reproduced” as it is or in the most ad¬ 
vanced form? Suppose that the technology of 
building a new plant has changed greatly 
since the original construction; should the 
present costs of reproducing the plant be 
determined as of the old or new technology? 
All these and other difficulties have led regu¬ 
latory commissions and the courts to look 
upon reproduction costs as only one of several 
approaches to be used for the valuation 
solution. In any case these agencies of govern¬ 
ment have been inclined to modify all repro¬ 
duction cost figures by a subtraction for 
depreciation, sometimes also for technological 
obsolescence. The plant and equipment bought 
by the original investment has depreciated 
and become partially obsolete; therefore, a 
similar allowance must be made for any 
theoretically reproduced plant. The applica¬ 
tion of the depreciation principle is difficult 
in practice, and there has been a lot of 
wrangling among commission and company 
accountants about the methods of calcu¬ 
lating depreciation. 

In the last analysis the agencies and the 
courts have come out with valuation figures 
which represent a rough, compromise weigh¬ 
ing of available economic data and political 
pressures. The decisions on valuations and 
product prices can be said to have been eco¬ 
nomically and politically rational only in a 
loose sense. There has been substantial success 
m removing ”unfair” price discriminations 
among classes and localities of consumers of 
the utilities products. That American regula¬ 
tion of these firms has achieved an equating of 
price with marginal costs, with only normal 
profits for the owners, is most seriously to be 

definfiT*' BUC there . Can be little <l uesti on ^at 

hn 6 K ,r $ u C,al benefit has resu lted for 
^ r7 erS ° f the uci,icies ' products 
and as sellers of factor services to the utilities. 
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The interstate railroad companies of the 
country presented a special and critical 
problem between 1929 and World War II. 
Even during the prosperous twenties many 
roads were not profitable by the criterion of 
earnings on investment. By the end of the 
‘thirties more than one-quarter of the railroad 
mileage was owned by firms that had gone 
bankrupt and were being operated by re¬ 
ceivers. Most of the other companies were in 
poor financial condition. That regulation by 
the Interstate Commerce Commission was 
responsible for this situation is to be doubted. 
There were many causes, including inflated 
capitalization; the general stagnation of busi¬ 
ness and, consequently, of railroad traffic; the 
inefficiency, backwardness, and over-conserva¬ 
tism of railway management; the duplication 
of facilities among railroads in certain terminal 
areas; and the serious and increasing competi¬ 
tion offered by other means of transportation, 
such as motor trucks, buses, and passenger 
cars, inland and coastal waterways, and 
petroleum pipe lines. 

The financial position of the railroads 
improved a great deal during and after World 
War II as the demand curves for their services 
shifted far to the right. But the long-term 
problem remained to be solved. To improve 
the profit positions of the railroad firms, which 
comprise such a strategic and vital part of the 
economy, a variety of remedial measures has 
been suggested by the roads themselves, by 
government commissions, and by independent 
students. These measures include government 
ownership and operation; government subsi¬ 
dies; government loans through the Recon¬ 
struction Finance Corporation; downward 
revision and reorganization of the financial 
(stock and bond) structure and indebtedness of 
the companies; consolidation of railroad firms 
and coordination or common use of certain 
facilities; encouragement of modernization 
programs; and the placing of all transporta¬ 
tion firms—rail, motor, air, and water—under 
one regulatory agency so as to achieve a 
unified, coordinated policy covering all 
transportation. 

(iii) Agricultural products. Now let us con¬ 
sider briefly "the American farm problem.' 
No problem in this economy is more interest¬ 
ing from the economic, political, and general- 


social standpoints. It is especially interesting 
with respect to the allocation of economic and 
social resources. 

In type of product and in conditions and 
location of production, the agricultural "in¬ 
dustry'' is heterogeneous. But certain 
characteristics are common to all products and 
areas. We have already had occasion to note 
some of them at various places in this book. 
These, plus some other items, may be listed as 
follows: First, from agriculture are obtained 
most of the raw materials for the food and 
clothing necessities of the whole population 
and, in addition, the raw materials for many 
manufacturing industries. Second , agriculture 
in general is the antithesis of transportation 
and public utilities as a field of production. 
The latter are characterized by monopoly; but 
agriculture is typically atomistic or near- 
atomistic in number and size of producing 
units. In the absence of government regulation, 
it contains the closest approach to pure 
competition in the whole economy. Third, 
agriculture is often thought of as more than an 
economic field of production; it is considered 
by many to be a "way of life," in which 
"closeness to the soil" and "communion with 
nature” produce moral integrity, stable social 
values, and sturdy political democracy. Other 
students consider this to be an over-idealization 

of American agriculture and debit this way of 
life with intellectual rigidity and general 
social provincialism. Fourth , the number of 
farm and farm-minded voters is large enough to 
give the farmers great political power in the 
nation, not only on national election days but 
also, through organizations that purport to 
represent the farmers, on every day on which 
the Congress meets or on which administra¬ 
tive agencies operate. 

Fifth, the demand curves for most farm 
products are relatively inelastic. Sixth, & wit 
other products, the demand curves for farm 
products as a whole shift leftward during 
depressions and rightward during booms; m 
other words there are cyclical shifts in deman 
for agricultural products as total money 
income moves down or up. There are als 
secular shifts for particular products and fo 
farm products as a whole. Fresh vegetables 
rise and displace cereals to some extent And, 
as foreign areas (e.g., Argentina, Egyp , 



THE PROCESS OP ECONOMIZING 


919 


India) are opened to the production of such 
staples as wheat, cotton, and beef, the demand 
curves for American staple farm products shift 
left or fail to shift rightward as much as 
formerly. Seventh , the production periods for 
most farm products are relatively long. As a 
consequence, short-run supply curves are 
relatively inelastic. In the longer run the sup¬ 
ply curves are less inelastic, especially in the 
upward direction. Within two years or so our- 
put can be greatly expanded. In the downward 
direction, however, even the long-run supply 
schedules are relatively inelastic because the 
supply schedules of the productive factors are 
relatively inelastic downward. The two main 
productive factors are the land itself and farm 
labor, most of which comes from the farmers’ 
own families. With respect to the land, 
individual farmers may go bankrupt, but as a 
rule the land is not withdrawn from produc¬ 
tion; it simply has new owners. With respect 
to the labor, the younger members of farm 
families do migrate in considerable numbers to 
the cities in search of alternative employment; 
in the prosperous twenties more than six 
millions left the farms. (The movement was 
reversed during the 1929-32 depression.) But 
the older members stay on as farm-owners or as 
tenants, finding alternative employment un¬ 
attractive. In short, there is little mobility of 
resources; when farm-product prices and farm 
incomes fall, resources as a rule do not readily 
move out of the industry. The shifting of 
resources from one farm product to another 
occurs with less difficulty. But the shift from 
farming to some other major field is another 
matter. 

Eighth, the effect of over-all relative 
inelasticity in the demand and supply curves is 
as the student may graphically demonstrate 
to his own satisfaction, a pronounced tendency 
to relatively violent price fluctuations and 
relatively stable outputs whenever there is a 
shift in the demand or in the supply curves. 
Finally, the technology of farming has not in 
general advanced so rapidly or spectacularly 
as in most other fields. 

Against this background of characteristics 
let us look for a moment at American farm 
history and then at government’s attempts to 
solve the farm problem. Although American 
agriculture began to decline in importance 


(e.g., in proportion of employment and of 
national income produced) during the latter 
half of the nineteenth century, this decline 
was relative rather than absolute and was to 
be explained by more rapid development of 
manufacturing and commerce. There were, to 
be sure, speculative land booms and cyclical 
deflations, but secularly the average farm 
household's income compared favorably with 
the average non-farm household's income as 
all households went up the ladder of conti¬ 
nental conquest and expansion. The years 
1909 to 1914, before the first World War, are 
commonly viewed nostalgically as golden 
"normal" years for the American farmer. 

But that war changed all this. With the 
shutting off of much European agricultural 
output and the American entrance into the 
conflict, the demand curves for American farm 
products shifted far to the right. As a result, 
farm prices soared skyward and so did farm¬ 
land prices. Much new land was put under the 
plow for the first time in the semi-drought 
areas of the Western and Southwestern plains, 
to become the "dust-bowls" of the droughty 
thirties. Many tenant farmers became owners, 
borrowing money from willing banks to buy 
the land at the highly inflated values. By 1920, 
however, after the war, with European areas 
back in production and with new areas in 
South America and elsewhere staying in 
production, the boom collapsed. Farm-product 
prices fell precipitously, followed by farm-land 
prices and farm incomes. But the debts (mort¬ 
gages) contracted during the boom did not 
fall. And when the rest of the economy 
recovered from the 1921-22 depression and 
began to wax prosperous once more, the 
farmers did not share the good times; the 
demand curves for their products stayed 
relatively leftward, and farm-product prices 
failed to recover proportionately. In other 
words, the price level of the products farmers 
sold went and stayed below the price level of 

nr^WAMW ^, bou S hl » »*> terms of the 
pre-World War I relationship. (This condition 
persisted until World War II, when the 
prosperous conditions of the first war were 
repeated.) The burden of debt bankrupted 
most of the new farm owners; the percentage 

hlfir'“I lenanCy beCame higher than ever 

Detore. barm incomes, although fairly high in 
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the best farming areas, were generally at a low 
level in terms of the general price level and in 
terms of non-farm households’ incomes. 

But the farmers were not mute. Their voices 
were heard, as channeled by organizations 
representing them, and the federal government 
began to grope for a solution to the farm 
problem. It is noteworthy that none of the 
measures adopted by the Republicans in the 
’twenties or by the Democrats in the ’thirties 
seriously attempted to move resources out of 
the agricultural industry into other fields. 
The sentimental view of farming and the 
hard-headed view of farmers' voting saw to 
that. The Republicans imposed tariffs on 
agricultural imports; encouraged the co¬ 
operative selling of farm products and 
exempted farmers’ cooperatives from the 
provisions of the anti-trust (anti-monopoly) 
laws; established special banks (intermediate 
Credit Banks) to relieve the farmers' debt 
burdens; and set up a Federal Farm Board 
whose purpose was to support farm-product 
prices by using a fund of half a billion dollars 
to buy wheat, cotton, and other products 
whenever their prices threatened to sag. 

Of these four measures, the last mentioned 
was the most ambitious and important. In 
effect it attempted to stabilize the demand and 
the supply curves for the staple farm products. 
It did the former when the Board entered the 
market as a buyer. It did the latter when the 
Board held its stored "surpluses” off the 
market or (when necessary) entered the market 
as a seller. But the half-billion dollars was 
inadequate for the task because three things 
had happened by 1930, by which time the 
Board's operations might have been expected 
to be effective. GO World wide depression 
began to set in, resulting in leftward shifts in 
demand curves at home and abroad. (£) 
Foreign wheat invaded the American market 
in spite of the tariffs, (r) The supply curves 
also shifted rightward because of unusually 
favorable weather. Under these circumstances 
the Farm Board was unable to support the 
prices of the stable products. There were 
tremendous "carry-overs" of great quantities 
of the products in storage. Most important of 
all, the prospect of a federally supported price 
encouraged farmers to increase rather than to 
restrict output. 


So farm-product prices fell and continued to 
do so throughout the great depression. When 
the Democrats assumed power in 1933, the 
farm problem was more serious than ever and 
stood very high on the New Deal agenda. 
This time the government decided to attack 
mainly from the supply sector. It went to the 
heart of the private-enterprise method of 
obtaining a monopolistic market advantage: 
It encouraged and used various devices for 
obtaining a restriction of output by farmers, 
thus hoping to raise farm-product prices. 
Underlying all the New Deal farm legislation 
was the objective of restoring farm-product 
prices and farm incomes to the 1910-1914 rela¬ 
tionship with non-farm-product prices and 
incomes. This relationship came to be known 


as parity. 

Some critics of this program have argued 
that the government, recognizing the futility 
of trying to make the non-farm part of the 
economy atomistic and purely competitive, 
attempted to make the farm part monopolistic 
and thus, together with the encouragement 
of labor unionism (sec below), to create an 
economy of monopoly. It is to be doubted that 
the reasoning was consciously along these 
lines; but the effect may well have been of this 
sort. In any case the criticism appears to be a 
bit one-sided. For one thing, the early program 
had better be viewed simply as the result of 
high-pressure lobbying by a well-organized 
minority to obtain a larger slice of the national 
pic than it had been getting since before 
World War I. As the Democrats' agricultural 
program (see below) developed, however, 
more than this redistribution of income came 
to be involved. It appears that there was some 
thought given to avoiding undesirable cob¬ 
web" reactions over time. 

The first device for obtaining restriction o 
output was contained in the Agricultural 
Adjustment Act of 1933- Under this law 
farmers were paid for reducing the acreage 
planted in various crops. (To make the program 
immediately effective farmers were required 
to plow under certain percentages of growing 
crops and to destroy young livestock. Such 
restrictions were highly unpalatable to the 
unemployed and needy persons ,n urban areas.; 
For certain staples like wheat and cotton 
there were also cartel-like market quotas. 
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The payments for acreage restrictions were 
financed by the imposition of a tax on the 
processors (manufacturers) of wheat and cotton 
products; this tax would, as we know, tend 
to be shifted to consumers and factor-service 
owners. Consumers of course "paid double": 
part or all of the processing tax plus the addi¬ 
tion to prices resulting from restriction of 
output. The Supreme Court declared this Act 
unconstitutional in 1936, holding that it was 
unlawful to tax one group of firms, the proc¬ 
essors, in order to pay subsidies to another 
group, the farmers. But the Congress of that 
year and of 1938 passed legislation (the Soil 
Conservation and Domestic Allotment Act of 
1936 and the Agricultural Adjustment Act of 
1938) that tried to achieve the same results by 
another camouflaged device, namely the pay¬ 
ment of benefits or subsidies to farmers who 
restricted the output of staple soil-depleting 
crops by planting other, soil-conserving crops 
(such as alfalfa) in their places. The market- 
quota system was retained. If two-thirds of 
the producers of a staple crop voted for the 
plan, it became enforceable on all the pro¬ 
ducers. The funds for financing the subsidies 
came directly from Congressional appropria¬ 
tions and not from any processing taxes. 

Until the time when the United Stares 
embarked on World War II and needed all-out 
agricultural production, the '’success" of the 
crop-restriction program with respect to parity 
prices is difficult to measure. Available 
statistics show clearly enough that (*) farm- 
product prices rose in an absolute sense and 
relative to non-farm prices from 1933 to 1937, 
and from 1937 to 1940 they fell absolutely and 
relatively, although holding a better absolute 
and relative position than in 1933, and (A) 
farm-product prices never, from 1933 to 1940, 
attained parity. But how much of the improve¬ 
ment was due to the restriction program, how 
much to the rightward improvement in de¬ 
mand, and how much to nature’s restriction 
through the droughts of the ’thirties is hard 
to say. The statistics show reductions in total 
acreage planted in "soil-depleting" crops. But 
they also show increased output per acre 
because of the use of better production 
techniques. 

The failure to achieve price parity led in 
some degree to a shift in emphasis to farm- 


income parity. The agricultural statutes pro¬ 
vided that the producers of five major farm 
products (wheat, cotton, corn, tobacco, rice) 
might be given income payments, from funds 
appropriated by the Congress, if price parity 
for these products were not maintained. Under 
this provision hundreds of millions of dollars 
were paid out to low-income farmers before 
World War II. These amounts were exclusive 
of the large, purely relief payments made under 
the Acts by the Farmers’ Home (formerly the 
Farm Security) Administration to special low- 
income and needy farm families. 

Another very important measure among the 
New Deal statutes for farm firms was the 
provision for crop loans. Under the attractive 
slogan of "The Ever-Normal Granary" (mean¬ 
ing an adequate supply of staple farm products 
year in and year out), the Democrats in elTect 
combined the Republican practice of buying up 
and storing surpluses (in order to shift demand 
and supply as needed) with their own objec¬ 
tive of achieving price and income parity. 
This was the above-mentioned effort to 
counteract the cobweb reactions. Under the 
Acts of 1938 and later years the Commodity 
Credit Corporation was empowered to lend 
money to farmers on a given product at a 
price per unit which was a certain percentage 
of the product's parity price. The security 
for such a loan to a given farmer was the 
farmer's crop. If then the market price was 
above the loan price when the crop was sold, 
the farmer repaid his loan from the sales 
proceeds and pocketed the remainder. On the 
other hand, if the market price was lower than 
the price stipulated in the loan when the time 
came to sell the crop, the farmer could sell 
the crop to the corporation at the loan price, 
leaving the corporation to bear the loss. Thus 
in effect the corporation guaranteed to buy the 
farmer's output at the loan price if the market 
price was lower than that price and if the 
farmer wished it to do so. Loan prices ranged 
from 52 to 75 percent of parity in 1938 to more 
than 100 percent of parity in the war years. 

What did the government do with the 
surpluses thus obtained? Before the war one 
measure was to distribute part of the surpluses 
as food to needy, low-income households. 
This operation was performed by the Federal 
Surplus Commodities Corporation. During and 
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after the War, of course, the surpluses were 
used for prosecuting the war and for helping 
to rehabilitate the westem-European economy. 
The government also inaugurated a Reciprocal 
Trade Agreements Program in 1934, whereby 
various nations were asked with fair success 
by the United States to make mutually 
acceptable bilateral tariff reductions, thus 
improving the export market for American 
farm staples. This measure, however, seemed 
to operate too slowly for the farm organiza¬ 
tions, and the latter obtained government 
action on the subsidizing of exports, whereby 
government money was paid to farmers in 
order to permit them to sell their surpluses at 
low prices in foreign markets. Thus the 
Department of Agriculture came to subsidize 
what is known as "dumping” at the same time 
that the Department of State was trying to 
promote bilateral free trade and good will. 

Other New Deal measures in behalf of the 
farmers included (a) provision of low-interest 
loans through the Farm Credit Administration 
for the purchase of land and equipment (this 
credit is not to be confused with the crop loans 
previously discussed); (£) provision of techni¬ 
cal-production assistance to farmers by the 
Department of Agriculture in order to improve 
and conserve the utilization of the soil; (c) 
provision of insurance against crop failure 
(at first for wheat and then after 1943, for 
cotton, flax, corn, and tobacco) through the 
Federal Crop Insurance Corporation; and (<0 
the creation of a Rural Electrification Adminis¬ 
tration to encourage farmers to use central- 
station electricity. 

Just before American entrance into the 
second World War, the relative price and in¬ 
come position of American farmers began to 
improve considerably, as European supplies of 
basic crops shifted leftward. During and after 
the war these shifts were intensified, so that 
American crop prices and farm incomes went 
considerably above parity. Nevertheless, the 
farmers, perhaps fearing a reversal of these 
• natural” tendencies after 1949, asked the 
government to prolong and “improve the 
existing controls. Their voices were heeded. 
Under the Agricultural Acts of 1948 and 1949, 
the prices of the basic crops were to be sup¬ 
ported at 90 percent of parity in 1950, 80 to 
90 percent in 1951, and 75 to 90 percent there¬ 


after. But the definition of "parity” was al¬ 
tered. Through 1953 there was to be a dual 
standard: Either the 1910-14 period’s average 
prices or those of the most recent ten years 
were to be used—whichever average was the 
higher, i.e., whichever gave the farmers the 
higher benefits. After 1953 only the second 
standard was to be used. The Acts just men¬ 
tioned retained all the other aids already 
explained. 

In looking back over both the Republican 
and the Democratic farm programs one comes 
to the following conclusions: (*) Without the 
direct fixing of prices the farm-aid measures 
have attempted to achieve minimum rather 
than maximum prices for basic agricultural 
products. ( [b ) These minimum prices aimed at 
improving the farmers’ position in income 
distribution and preserving it at a point equal 
to the most favorable peace-time ones ever 
attained by this class of firms, (c) This objec¬ 
tive was opposed to the optimum-resource- 
allocation that should be sought in any 
economy. It was opposed to the attainment of 
economic flexibility and mobility and of 
economic progress. Suppose that the manu¬ 
facturers of horse-drawn vehicles and other 
nearly extinct products had possessed enough 
political potency to get the government to 
preserve their industries in the position of their 
most prosperous years: Could it be said that 
resource allocation and economic progress had 
been promoted? (</) The farm program has been 
in part a record of government yielding to 
immediate political expediency. (0 The farm 
program has accordingly often been make¬ 
shift and internally inconsistent. One govern¬ 
ment agency tries to promote agricultural 
exports through bilateral trade agreements, 
another through subsidized dumping. One 
part of the Department of Agriculture tries to 
teach farmers how to produce more; another 
pays them for not producing and tries to relieve 
the farmers of the effects of "over-production. 
(/) There are less expensive, more rational 
ways of preserving the social values of farming 
as a way of life and as a field of production. 
Average income -parity" can be preserved by 
encouraging the transfer of marginal resources 
to other fields and by improving the technolog) 
of producing farm products. In the course o 
time .he mechanization of agr.culcure would 
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lead to large scale, lower-cost operations, 
much higher farm incomes, and increased 
total output. If carried far enough, this 
technological advance might, of course, result 
also in oligopoly or group monopoly, with 
total output less than if The Rule were fol¬ 
lowed but greater than under the relatively 
simple technology of the 'thirties and 
'twenties. If we grant that monopolistic 
practices have to be permitted in agriculture 
because they exist in other major fields of the 
economy and because they may offset 
monopsonistic buying to some extent, it 
would seem that this method of achieving 
monopoly is much superior to the measures 
used thus far by government, (g) The farm 
program was not approved by voters or 
legislators who were in full possession of the 
relevant available economic-political knowl¬ 
edge. (A) In terras of the basic "parity” 
goal, the best pre-war peace-time performance 
came in 1940, when farmers' incomes reached 
90 percent of the 1910-14 relationship with 
non-farm incomes. By 1943, however, the war 
had sent farm income to a 150 percent relation¬ 
ship. And, although the later war- and the 
post-war years saw a decline from this point 
of vantage, the farmers were still well "ahead 
of the game" in 1949. (/) For peace time, the 
year 1948 was the best experienced by Ameri¬ 
can farmers. But the government acted as if 
the farmers were still living in the depressed 
conditions of previous decades. 

(iv) Other indirect price controls. Having dealt 
with the sector of the American economy in 
which an approach to "natural" monopoly 
prevails and with the sector in which some¬ 
thing akin to natural" pure competition has 
hitherto prevailed, let us turn now to govern¬ 
ment s relation with the part in which 
oligopoly and monopolistic competition are 
the usual market circumstances, particularly 
the manufacture and sale (wholesale and 
retail) of consumption goods. Government 
concern with product prices here has in the 
main been the result of three conditions: 
first, in America there have been two 
important ways for a firm to achieve a mo- 
nopoly position. (*) One has been to combine 
with other firms, horizontally or vertically, so 
as to obtain thoroughgoing control over prod¬ 
uct price. (£) The other has been to compete 


"unfairly" by cutting product prices until 
rivals were driven out of business. Second, a 
very important way of exercising a mo¬ 
nopsonistic position has been to obtain price 
concessions from sellers of factor services, 
i.e., to obtain a price discrimination in one's 
favor. Third, with oligopoly favoring product- 
price stability and abhorring unfair or cut¬ 
throat competition, an oligopolistic manu¬ 
facturer comes to desire control not only over 
the factory price but also over the retail price 
(to consuming households) of the product. 

The first major law to deal with monopo¬ 
listic price tendencies among American non- 
railroad firms was the Sherman Anti-Trust 
Act of 1890. It was aimed mainly at the 
combination movement among such firms in 
manufacturing and mineral production. Al¬ 
though several "trusts" were "busted" (such 
as the Northern Securities Company, the 
Standard Oil Company, and the American 
Tobacco Company), numerous others (such 
as the United States Steel Corporation) were 
held legal by the courts, which expounded a 
"rule of reason" to the effect that only "un¬ 
reasonable" restraints of trade were unlawful. 

The development of the "rule of reason" 
involved a change in attitude and objective 
toward monopolistic practices: Instead of 
opposing combinations as such, government 
came to consider what such combinations 
actually did in selling their products in 
competition with those of rival combinations 
or firms. "Unfair, unreasonable, and cut¬ 
throat" competition came to be regarded as 
the criterion of anti-social monopoly. This 
shift in attitude was revealed not only in court 
decisions but also in two federal statutes 
passed in 1914—the Clayton Act and the 
Federal Trade Commission Act. To be sure, 
the Clayton Act spelled out in some detail the 
general prohibitions of the Sherman Act 
against combination-made monopoly. But its 
main contribution seems to have been related 

tu m 5£P°} y Creatcd by unfair competition. 
Ihe FTC Act also emphasized anti-discrimi¬ 
nation. It created the Federal Trade Com¬ 
mission, which was (and is) empowered, on 
its own motion or upon complaint by an 
interested private party, to hold hearings on 
alleged discriminatory practices by a firm and, 
it it believed the firm guilty, to issue cease- 
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and-desist orders, enforceable by federal courts, 
against such practices. 

The Commission, although hampered by 
inadequate appropriations from the Congress, 
operated with fair success against various 
forms of discrimination. In its orders it 
permitted price discrimination among the 
customers of a lirm only if justified by actual 
differences in the cost of producing and selling 
the product to different customers; otherwise 
unfair competition existed. But the courts, in 
cases challenging the Commission's rulings, 
held that it had exceeded its authority in this 
interpretation of the Clayton and FTC Acts; a 
restraint of competition among rival sellers 
because of discrimination had to be proved, 
rather than injury to the customers of the 
original discriminating seller. 

As a result of this decision, the Congress 
passed the Robinson-Patman Act of 1936, 
empowering the FTC to prohibit discrimina¬ 
tions involving economic hurt by sellers to 
buyers. A main reason for this amendment to 
the anti-trust laws was the anti-chain-store 
feeling that had arisen in the country as a 
result of the outcries of "small business” firms 
(in the retail drug, grocery, and general 
merchandise fields) which were unable, be¬ 
cause of vastly inferior financial resources and 
bargaining-power, to obtain the price con¬ 
cessions from oligopolistic sellers that were 
being won by the ohgopsonistic chain stores. 
Here again there was (a) a sentimental belief 
in the social values of atomistic selling and 
(£) a failure to recognize that oligopsonistic 
buying might in some degree offset oli¬ 
gopolistic selling with respect to product 
price and output. Another reason for the 
passage of this Act was the lobbying of 
the oligopolist manufacturers, who were 
delighted to have government reinforcement 
of their bargaining power vis-a-vis the oli¬ 
gopsonistic buyers. In line with the original 
FTC orders, "quantity discounts” in product 
price to "volume buyers” are permitted 
by the act only to the extent that there are 
actual differences in the costs of production, 
sale, or delivery of the product to various 

buyers. .. . . 

The desire to prevent price discrimination in 

favor of powerful oligopsonies and to help 
the "little fellow” has led, finally, to the 


enactment of the so-called resale-price mainte¬ 
nance laws in some forty-five states; to the en¬ 
actment of the so-called loss-limitation statutes 
in some thirty-five states; and to the enactment 
of the federal Miller-Tydings Act of 1937. The 
state-price-raaintenance laws permit the manu¬ 
facturer of a differentiated product to make 
contracts with wholesale and retail sellers 
under which the latter agree to sell the product 
either at a stipulated price or at a price no 
lower than some stipulated minimum. The 
state loss-limitation laws cover all products 
sold by all wholesalers and retailers and are 
thus broader than the resale-price-maintenance 
statutes. The loss-limitation laws try to prevent 
sellers from using "loss-leaders" as a way of 
attracting customers into their stores. The 
sellers are prohibited from setting prices lower 
than the delivered costs of products to them 
plus the sellers' other costs of doing business. 
The federal Miller-Tydings Act exempts from 
prosecution under the federal antitrust laws 
any manufacturer who produces in one state 
and sells to another state’s wholesalers or re¬ 
tailers under contracts based on the latter 
state's price-maintenance laws. 

Insofar as the anti-trust laws aim to achieve 
lower product prices by preventing the growth 
of monopolies, they are aimed at an improved 
allocation of economic resources. Unfortunately 
the Congress has never seemed to believe whole¬ 
heartedly in its own anti-trust legislation. 
There has never been a consistent and thorough¬ 
going policy of enforcement through giving 
such administrative agencies as the Federal 
Trade Commission and the Department of 
Justice enough money to do the job. With re¬ 
spect to the price-discrimination laws, the net 
effect has been to favor oligopolist manufac¬ 
turers, restrain oligopsonist wholesalers and re¬ 
tailers, and favor small, non-chain wholesalers 
and retailers. From the economic standpoint, 
therefore, these laws tend to keep resources 
from moving out of small, relatively high-cost 
business into big, relatively low-cost business. 
Unless we assume that the elimination of small 
wholesale and retail firms would lead to hign 
prices and output restriction because of co¬ 
llision between oligopolist manufacturers a 
big oligopsonist wholesalers and «“' *"• 
because of collusion among the big who |f sal ' 
and retailers who themselves become oligopo- 
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lists in relation to the households, we must 
conclude that the laws impede the realization 
of an optimum allocation of resources. And 
unless we are satisfied that the voters and 
legislators have acted with full knowledge of 
these things and have nevertheless favored the 
legislation because of their belief in the social 
values of small business, our economic-political 
conclusion coincides with our purely economic 
one. 

All things considered, American government 
seems to have done its best job of price regula¬ 
tion with transportation and other public 
utilities. But even here the record is not one to 
make thoughtful, informed citizens dance in 
the streets. 

(c) The Setting and Control of Factor Service 
Prices. Now let us consider American govern¬ 
ment's peace-time relation to the prices of 
labor and savings. Insofar as the products of 
certain firms become productive factors for 
certain other firms, we have of course already 
considered government regulation of the prices 
of these factors in our preceding discussion. So 
our present survey is confirmed to labor and 
loan funds. 

(i) Loan funds. From the standpoint of 
resource allocation, which is one of the main 
headings under which we are now considering 
government controls, we find that the federal 
government has importantly influenced the 
flow of loan funds and the rates of interest con¬ 
nected with the making of loans to the fol¬ 
lowing main classes of borrowers and through 
the following agencies: (1) For farmers, as 
previously noted, through the Farm Credit 
Administration and the Commodity Credit 
Corporation. (2) For home owners, through 
the National Housing Agency. This agency 
has three main divisions: (*) The Federal Home 
Loan Bank Administration, which, through 
eleven regional banks, rediscounts the loans 
made by private real-estate finance companies, 
in much the same fashion as the Federal Re¬ 
serve Banks rediscount the loans made by the 
commercial banks; (A) The Federal Housing 
Administration, which insures the mortgages 
or loans made by private real-estate-finance 
companies; and CO The Federal Public Housing 
Authority, which gives financial assistance to 
state and municipal agencies engaged in slum 
clearance and public housing. (3) For privately 


owned banks, railroads, and other firms, 
through the Reconstruction Finance Corpora¬ 
tion. This agency, originally established in 
1932 to provide financial support to distressed 
banks and railroads, has under Congressional 
authorization extended its loans to all sorts of 
financially weak enterprises, including federal, 
state, and municipal agencies. It obtains its 
funds from the sale of its own notes and bonds 
to the Treasury Department. Through the 
extent and variety of its operations it has 
become a redoubtable financial institution. 

The first and third of these three classes of 
loan-fund provisions have to do with "saving” 
producers from bankruptcy. They therefore 
alter significantly the allocation of resources 
that would otherwise exist, and they must be 
considered undesirable from the economic 
standpoint unless approved by informed voters 
on non-economic grounds. The second class of 
loans is for consumers and may be considered 
economically desirable, at least from the stand¬ 
point of resource-allocation (because the 
measure aids in utilizing resources for house¬ 
building which would otherwise not be used 
for this purpose) if not from the standpoint of 
income distribution (because the measure tends 
to increase the "take" of monopolists con¬ 
nected with the construction industries). The 
construction of dircly needed houses in the 
United States is greatly restricted because of 
monopolistic practices among the building 
trades unions and among the sellers of building 
materials. Making loan funds available to 
prospective home-owners at lower interest rates 
shifts the demand curve for housing rightward. 
But the government has yet to do anything 
significant about shifting the (monopolistic) 
supply curve rightward. 

(ii) Labor. American government has enacted 
and administered a great deal of legislation 
which directly or indirectly affects the wage 
rates paid for various jobs in various industries 
and localities. The lavs that directly set the 
price of labor are the so-called "minimum- 
wage" laws. The statutes that indirectly affect 
labor's prices include laws (*) encouraging 
and regulating unionism; (£) governing the 
length Of work periods; (c) dealing with work¬ 
ing conditions; 60 governing the employment 
° l \ . c asses °* workers such as women 
and children; and QT) dealing with financial 
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compensation to workers when injured or sick, 
unemployed, or superannuated. From the 
standpoint of intent, all this legislation may 
be considered mainly as an effort to redistribute 
income in favor of the wage-earning households 
rather than an effort to improve resource- 
allocation. 

Minimum ivage laws. More than thirty states 
and territories have minimum wage laws cover¬ 
ing employees in intrastate industry. Usually 
a minimum wage commission is established 
which appoints tripartite boards (composed 
equally of employers, employees, and the 
public) to recommend, after hearings, mini¬ 
mum rates for the unskilled employees in 
particular industries, such as laundries, hotels 
and restaurants,etc. If the commission approves 
the recommended rates, they become man¬ 
datory after a certain period. The official 
criteria for setting the minimum rates are 
usually stated by the statutes in suitably vague 
and general language, such as 'a wage not 
less than the fair and reasonable value of the 
services rendered" or "a wage sufficient to 
meet the ultimate cost of living necessary to 
health.” Actually, after consideration of 
standard-of-living arguments by the employee 
representatives and inability-to-pay arguments 
by the employer representatives, the rates are 
usually arrived at through collective bargain¬ 
ing between the employer and employee repre¬ 
sentatives, with the public representatives act¬ 
ing as mediators. Occasionally, if a bargain 
cannot be struck, there is a split decision, the 
public voting with labor or employers. 

The federal government has three statutes 
dealing with wage rates in private industry: 
the Fair Labor Standards Act of 1938 (amended 
in 1949), the Davis-Bacon Act, and the Walsh- 
Healey Act of 1936. The original FLSA had 
two main sets of minimum wage provisions 
for employees in interstate industry. There 
were statutory minima—25 cents per hour for 
the period October, 1938, to September, 1939; 
30 cents per hour from October, 1939, to 
September, 1945; and 40 cents per hour there¬ 
after. But, recognizing that certain low-wage- 
rate industries might be able to pay more than 
25 or 30 cents immediately, the Congress also 
provided for the appointment of tripartite 
"industry committees" by the Act s admin¬ 
istrator, which might recommend to him any 


rate up to 40 cents per hour, provided they 
judged that the recommended rate would 
not substantially curtail employment. The 
administrator was then to hold public hear¬ 
ings and decide whether or not to accept 
the recommended rate. By 1944 all of inter¬ 
state industry had been covered by a 40-cent 
minimum rate under this procedure—a year in 
advance of the statutory date. But by that time 
40 cents was not a very significant figure because 
of the war-time rises in wage rates. And by 
1947, in the midst of the post-war inflation, 
the Act's minimum-wage provisions were com¬ 
pletely outmoded, so that bills were introduced 
in the Congress to raise the minimum to figures 
varying from 65 to 75 cents per hour. 

The amended FLSA of 1949 raised the 
minimum hourly rate to 75 cents and some¬ 
what reduced its coverage. The industry-com¬ 
mittee procedures were abolished except in 
respect to Puerto Rico and the Virgin Islands. 

The Davis-Bacon Act deals with the wage 
rates for various occupations on public(fcdcral) 
construction work; it provides that the rate 
for each occupation (bricklayer, laborer, elec¬ 
trician, etc.) must be the rate which prevails 
locally for such work. This law, which is 
administered in the Department of Labor, has 
proved very helpful to the building trades 
unions, for they have usually been able to get 
the words "prevailing" and "local labor 
market” defined on the "high side," i.e., in 
such a way that leverage is exerted to raise 
their wage rates on private construction jobs. 

The Walsh-Healcy Act covers federal govern¬ 
ment contracts (for such products as shoes, war 
materials, etc.) other than construction. Its 
wage provisions require that (*) firms produc¬ 
ing and selling on government order must pay 
the minimum rates specified by the Act s 
administrator; and (£) these rates arc to be the 
"locally prevailing" ones. 

The operation of all these minimum-wage 
laws tends to exert some influence on the alloca¬ 
tion of labor and other resources insofar as 
different industries and areas fare differently 
under the wage rates established. However, as 
already stated, the laws were not passed nor 
are they administered with any intent to 
influence resource-allocation. Moreover, since 
almost all the laws deal only with the races or 
the lowest-skilled workers; since experience 
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indicates that there is no necessary tendency for 
the more skilled workers' rates to be raised 
proportionately; and since there are other im¬ 
portant items concurrently affecting firms' 
costs under dynamic conditions, it would be a 
mistake to believe that the laws have much 
significant effect on resource-allocation. They 
must be thought of as modest attempts to alter 
the distribution of income. Whether or not 
they succeed in doing so depends on whether 
the rates are set high enough to reduce em¬ 
ployment substantially. That is, for the in¬ 
comes of the covered households to rise, the 
earnings at the old wage rate (earnings equals 
wage rate times number of hours worked) must 
be exceeded by the earnings at the new wage 
rate, and this result cannot happen if, because 
of the wage-rate increase, firms reduce output 
and employment considerably. A number of 
studies have been made of the effects of these 
laws, and the preponderance of the evidence is 
that they have brought about a small redis¬ 
tribution in favor of the low-income covered 
workers. 

Laws dealing with unions. Let us now turn to a 
brief survey of government measures indirectly 
affecting the prices and employment of labor. 
Probably the most important arc the ones deal¬ 
ing with the freedom of workers to create and 
join unions and with the freedom of unions to 
adopt certain tactics in pursuit of certain 
objectives. Obviously government encourage¬ 
ment of workers to help themselves through 
union organization may have much larger and 
more far-reaching effects on wage rates in 
various industries—and thereby on the alloca¬ 
tion of resources among industries—than the 
direct setting of minimum rates by government. 
But, for these laws too we must understand 
clearly that the main objectives of the law¬ 
makers were not consciously related to resource- 
allocation. The purposes of the laws appear 
to have been (*) to make income-distribution 
less unequal and (£) to introduce more de¬ 
mocracy into labor relations. 

The attitude and policy of American govern¬ 
ment in unionism has undergone several pro¬ 
nounced changes. In the early days of the 
republic something akin to suppression of 
organization activities existed. During most 
of the pre-New Deal decades the attitude of 
courts, legislators, and administrators was 


mainly one of toleration. But the New Deal 
kind of encouragement to unionism was con¬ 
spicuously absent, and anti-union employers 
were free to use almost any device for thwart¬ 
ing the formation and growth of unions. 
(There were of course certain industries, such 
as railway train operation and building con¬ 
struction, which were strongly organized be¬ 
cause of the skilled employees' strategic posi¬ 
tion. And in certain other industries, such as 
coal mining and clothing, severe competition 
among firms and intense devotion to unionism 
among workers made for strong unionism.) 
The New Deal attitude of protection and 
encouragement was typified by the enactment 
and administration of the National Labor Re¬ 
lations Act of 1935, which guaranteed freedom 
of organization and listed five unfair labor 
practices by employers against which the 
National Labor Relations Board was em¬ 
powered, after hearings on complaints, to issue 
cease-and-desist orders, enforceable by the 
higher federal courts. These practices were 
interference with workers' self-organization 
activities; fostering of company or "inside" 
unions; discrimination in employment against 
employees because of their union activities; dis¬ 
crimination against union employees because 
of testimony filed against employers under 
the Act; and refusal to bargain collectively 
with representatives of a union which had been 
duly certified by the NLRB as the official, ex¬ 
clusive bargaining agency for the firm’s em¬ 
ployees. The last-named unfair practice indi¬ 
cates that the NLRB was given another main 
function under the Act—namely, the holding 
of free, secret elections to determine which one, 
if any, of a number of unions was the preference 
of a majority of the employees in the bargain¬ 
ing unit. 

For employees in an intra-state industry five 
states passed their own labor relations acts, 
modeled on the national one. 

Under the federal Act, which was declared 
constitutional in 1937 by the Supreme Court, 
union membership, recognition of unions by 
employers, union financial resources, and union 
economic and political power increased a great 
deal especially during the war period. Because 
of the customary American dislike (especially 
strong among those firms and households 
which remain largely atomistic) of power con- 
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centrations; because a substantial number of 
new union members appeared to find a lack of 
democracy within some of their unions; because 
certain employers had never really gotten over 
their dislike and fear of unionism; because 
certain other employers were becoming heartily 
sick of the incessant organizational warfare 
between the C.I.O. and the A.F.L. which often 
hampered business operations; because still 
other employers found certain unions unwilling 
or unable to compel their members to honor 
the terms of their collective-bargaining con¬ 
tracts or found unions trying to make increasing 
encroachmentson what management considered 
its exclusive prerogatives; and because, rightly 
or wrongly, a fairly general belief began to 
prevail that the acquisition of power by unions 
was not in many cases being matched by a com¬ 
mensurate assumption of responsibility—for 
all these reasons the elections of 1946 turned 
the Congress and the state legislatures mainly 
Republican; and the attitude of government, 
state as well as federal, turned in part to one 
of regulation. 

There was no suppression of unionism, and 
the measures of encouragement listed above 
remained in general the law of the land. But 
in the Labor-Management Relations (Taft- 
Hartley) Act of 1947, which importantly 
amended and added to the NLRA, and in a 
number of state statutes, a good many restric¬ 
tions on union activities were introduced, and 
an effort was made to remove what a majority 
of the legislators believed to be abuses among 


unions. 

Under this Act theNLRB was now authorized 
to issue cease-and-desist-orders against unions 
if it found, upon complaint and hearings, that 
the unions were guilty of certain unfair prac¬ 
tices: 00 A union was forbidden to call strikes 
(concerted work stoppages) or use picketing 
(argument through oral or written words, 
gestures, violent acts, or otherwise by union 
members located strategically at entrances to 
an employer’s place of business) in order to 
compel an employer to recogn.ze the union 
when the union had not been certified as the 
collective bargaining agency or ,n order to 
compel employees to join the union regardless 
of the employees' wishes. (*) A un.ot. could 
not by strikes, picketing, or other methods, 
compel an employer to refuse employment to 


a worker, or discharge or demote him, because 
the worker had refused to join the union— 
except that if, in an election held by theNLRB, 
a majority of the employees eligible to vote 
cast ballots in favor of having a closed shop 
with open union (the so-called "union shop"), 
employers could be required -to discharge em¬ 
ployees if they did not join the union within 
30 days after being hired. The closed shop with 
the closed union (the so-called "closed shop") 
was banned under the Act; and the union shop 
was permissible only under the conditions just 
mentioned. Unions were also forbidden to ask 
an employer to discharge or discriminate 
against an ex-member unless he had been 
expelled for non-payment of his union dues. 
Thus the Act restrained expulsions based on 
internal union factionalism, (c) Unions that 
did not bargain with an employer in good faith 
were guilty of an unfair practice. This provision 
paralleled the one requiring employers to 
bargain in good faith. Previously, an employer 
might meet with union representatives but 
have no intention of reaching an agreement in 
order to undermine or smash the union. A 
union might do the same thing if it believed 
that it could obtain a more favorable settle¬ 
ment when the dispute was referred to some 
government or private mediation or arbitration 
agency. For unions as well as employers, the 
obligation to bargain included giving the other 
party an advance notice of 60 days before the 
proposed date of terminating or modifying an 
existing collective-bargaining contract; offer¬ 
ing to meet with the other party to negotiate 
a new agreement; notifying the Federal Con¬ 
ciliation Service, within the first half of the 
60 day period, if a new agreement had not been 
reached; and keeping the existing contract in 
full force during the 60 days or until the expira¬ 
tion date if such date should fall after the six¬ 
tieth day. 00 It was made an unfair practice 
for a union to strike or to refuse to use certain 
materials where the union’s purpose was to 
force an employer to join an employer s as¬ 
sociation; or to boycott (refuse to buy) anothe 
employer’s products; or to bring pressurer on 
another employer to recognize and deal witn 
the union when the union had not been ccrtin 
by the NLRB as the bargaining agency m th 
second employer’s plant, or to give: work to 
the union in preference to another union follow 
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ing a dispute by the first union with the second 
over which was to have jurisdiction over the 
work (this provision restricts the so-called 
“jurisdictional strike”). (0 A union was pro¬ 
hibited from requiring 'excessive'’ or 'dis¬ 
criminatory” initiation fees from new members. 
The NLRB was to define these terms. (/) A 
union could not exact payment from an em¬ 
ployer for work not performed. Previously 
some employers had been required by certain 
unions to pay for "standby” crews who did 
no work. 

Not only were these unfair labor practices 
subject to cease-and-desist orders by the NLRB 
under the Act. Employers were also authorized 
to sue unions in federal courts for damages 
incurred from the practices. Both employers 
and unions might also sue each other for 
damages in case they believed the other party 
had violated the terms of an existing agree¬ 
ment. An employer then had a better chance 
for redress against a union if the latter were 
guilty of "wild-cat” or “quickie" strikes un¬ 
authorized by the union officialdom. 

The Act contained three other provisions 
which importantly affected union responsi¬ 
bility and power. Before a union could be 
certified by the NLRB as the exclusive bargain- 
ing agent in an employer’s plant, and before 
the Board would entertain a complaint by a 
union against an employer, the Board had to 
make certain that the union had filed with the 
Secretary of Labor copies of its constitution 
and by-laws and an annual report showing 
names and salaries of officers; manner of their 
election; initiation fees and dues; various de¬ 
tails of union procedure, activities, and policies; 
and a detailed financial statement. A second 
prerequisite was the annual filing of affidavits 
with the NLRB by each union officer that he 
was not affiliated with the Communist Party 
nor believed in its aims and methods. Finally, 
the Act prohibited any union, as well as any 
corporation, from making political contribu¬ 
tions or expenditures in order to influence the 
election of candidates in Presidential or Con¬ 
gressional elections. 

Laws on employment conditions. There is no 
space in this book for an enumeration of the 
many different federal and state laws affecting 
length of work periods, working conditions, 
and the employment of female and young 


workers. There are a great many such regula¬ 
tions. None of these was intended to affect 
resource-allocation as such. The objectives 
were mainly humanitarian. Nevertheless, any 
law which limits the daily or weekly hours 
of men, women, or children; any law which 
requires employers to provide certain working 
conditions, such as safety devices and rest 
rooms; and any law which restricts the employ¬ 
ment of women and children does have an ap¬ 
preciable influence on the allocation not only 
of labor but also of capital among industries. 
In certain industries the work is heavier, 
harder, and more hazardous than in others, 
and it is in such industries that the above- 
mentioned regulations arc most numerous and 
restrictive. The use of resources thus tends to 
be somewhat more restricted in these industries, 
and there may well be, consequently, a devia¬ 
tion from the purely economic optimum. But 
in this case we come close to a justification of 
our belief that there is nevertheless a social 
optimum allocation of resources, for it appears 
that the country's voters and legislators de¬ 
liberately approved the above restrictions with 
relatively full knowledge of economic-political 
alternatives. 

Social security legislation. Much the same thing 
would seem to be true, as a general principle, 
for any deviation from the economic optimum 
allocation of resources occasioned by the im¬ 
position of social security taxes and the pay¬ 
ment of social security benefits. Let us consider 
this type of government measure very briefly 
here (with due recognition of the fact that 
such measures were not intended to affect 

resource-allocation, were mainly humanitarian, 

and, so far as effects are concerned, have to do 
mostly with income distribution and with the 
over-all degree of resource-utilization). 

A worker can lose current wage income 
through any of the following mishaps: an 
accident at his place of employment, causing 
temporary or permanent partial or total dis¬ 
ability; an illness (such as lead poisoning) 
based on continuous exposure to certain work¬ 
ing conditions; ordinary sickness or disability 
not directly related to employment; loss of job, 
^..unemployment; and superannuation, or 
inability to obtain or retain employment be¬ 
cause of old age. In the United States, govern¬ 
ment has organized financial protection for 
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most workers against all these hazards except 
disability unrelated to employment. In our 
discussion below we shall look at the coverage 
or scope of these programs; the sources of the 
funds; the scale of benefits; and the administra¬ 
tive arrangements. 

Workmen's compensation is the name given to 
the industrial accident "insurance" program. 
Most of the legislation is state legislation, the 
federal government covering its own employees 
and harbor workers (but not seamen or inter¬ 
state-railroad workers). All the states and 
territories except Mississippi have some law of 
this sort. Each law deprives employers of the 
common-law defenses ("contributory negli¬ 
gence" of the injured employee, responsibility 
of a "fellow servant” for the accident, and 
"voluntary assumption of risk" by the injured 
employee) which were used when an injured 
employee's only recourse was to sue the em¬ 
ployer for damages in civil court. This depriva¬ 
tion is of course an incentive to employers to 
insure against damages in the 26 states whose 
laws are "elective" rather than "compulsory." 
In the 21 states exercising compulsion the 
employers must insure and the benefits pro¬ 
vided in the statutes must be paid. Actually, 
insurance, either in a state fund or in a private 
company or through "self-insurance," is prac¬ 
tically universal. However, many states exempt 
certain employers, such as farmers, households 
employing domestic servants, employers of 
migratory or casual workers, and employers 
with small numbers of workers. The premiums 
paid by employers depend on two conditions: 
the nature of the industry and its production 
processes; and the employer s own record in 
frequency and severity of accidents. The 
latter factor provides an incentive toward 
accident-prevention measures by an employer. 
There are a great variety of benefit provisions, 
both in cash payments and medical service. 
Cash benefits begin after a waiting period, such 
as one week, are usually about two-thirds of 
weekly wage earnings, and continue lor various 
numbers of weeks. Lump-sum benefits are paid 
for particular permanent injuries, such as loss 
of eve or hand. Medical care is usually free 
for limited periods, though m practice its 
quality often leaves much to be desired. Many 
states also, with the help of federal funds, have 


programs for the occupational rehabilitation 
of workers permanently disabled for their 
previous jobs. In most states the supervision 
and operation of the laws are in the hands of 
a central commission. 

Compensation for occupational diseases was 
included under the workman s compensation 
set-up in 33 states by 1949. Some states covered 
all such sickness; others confined benefits to 
workers suffering from specified diseases. 

Except for interstate railway workers, who 
are compensated for unemployment under federal 
statute and administration(the Railroad Unem¬ 
ployment Insurance Act of 1939), unemploy¬ 
ment compensation for American employees is 
a federal-state matter under the (federal) Social 
Security Act of 1935- The federal government 
taxes the payrolls (wage payments) of em¬ 
ployers of eight or more workers (excluding 
farmers, households with domestic servants, 
seamen, and a few other groups) but offsets 
against these amounts the taxes (up to 90 per¬ 
cent of the federal tax) paid by covered em¬ 
ployers to the respective state funds. In this way 
the federal government ( a ) obtains funds (the 
10 percent) which help it (through its adminis¬ 
trative agency, the Social Security Administra¬ 
tion) to direct the activities of the state boards; 
and (A) has been able to stimulate all the states 
and territories to pass their own laws, because 
employers in a given state would presumably 
rather pay taxes to their own state fund for the 
compensation of their own employees than 
pay taxes to a federal agency none of which 
money, in the absence of a state law, would be 
paid as benefits to their own workers. 

Most of the state laws tax only employers, 
only a few acts levying also on the wage 
earnings of the workers. More than forty states 
have some form of "experience" or merit 
rating, under which, as with industrial ac¬ 
cidents, the tax varies with the amount of 
unemployment "created" by the employer 
during the preceding period. The remaining 
states tax employers equally, the low-unem¬ 
ployment ones thus helping to pay bene its 
for the employees of the high-unemployment 
ones. (The merit-rating plan appears more 
■■just" until one recalls that ( a ) unemploy¬ 
ment is not a risk like accidents which 
may be insured against in actuarial fashion, 
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( b ) no matter how many devices of "scientific” 
management an employer uses, he does not 
necessarily assure full employment in his firm, 
unemployment being an economy-as-a-wholc 
problem for the most part, witness the mass 
idleness of a depression; and (c) unemployment 
compensation, being definitely not insurance, 
is primarily an organized method of providing 
respectable unemployment relief, of altering 
somewhat the distribution of income during 
depressions, and of helping provide a floor to 
purchasing power during such periods. There¬ 
fore, on the debatable assumption that payroll 
taxes should be levied to raise the compensa¬ 
tion money, the size of the fund for future 
payments should not be jeopardized by lessen¬ 
ing the taxes of employers whose past employ¬ 
ment records were good.) The benefit pro¬ 
visions vary greatly among states: There are 
waiting periods of one to three weeks; benefits 
payments are limited to periods of 16 to 26 
weeks; certain conditions muse be fulfilled for 
receipt of benefits; and the amounts of benefits, 
between various weekly minima and maxima, 
average from one-half to two-thirds of previous 
average weekly earnings. The administration of 
the laws is in the hands of state unemployment 
compensation commissions, as directed from 
the SSA in Washington. 

Many students believe that the American 
system of unemployment compensation needs 
a thorough overhauling and revision in the 
interests of administrative simplification, 
broader coverage, and a tax-and-benefit pro¬ 
gram suited to the purpose and nature of this 
form of social security. Specifically they advo¬ 
cate an exclusively federal plan and administra¬ 
tion; financing from the general treasury, 
mainly through income rather than payroll 
taxes; universal coverage; and flat-rate benefits, 
varying only by a few broad classifications ot 
employees rather than by amounts of previous 
earnings. 

So far as allocation of resources is concerned, 
unemployment compensation may well deter 
rather than promote an optimum apportion¬ 
ment of labor because, insofar as the worker- 
recipients of compensation are content to exist 
on their benefit payments and await recall to 
their former jobs, they fail to look for employ¬ 
ment opportunities elsewhere; as part of the 


labor force, they are immobilized. This criti¬ 
cism, however, loses much of its force during 
bad business depressions, when alternative job 
opportunities are largely absent. 

Payments to superannuated workers are of two 
kinds in the United States. One is to the needy 
aged, under a federal-state program which is 
part of the larger federal-state public assistance 
or grants-in-aid program providing (under the 
Social Security Act of 1935, as amended) for 
federal payments (amounting to one-half or 
more of the total federal-state payments) to 
the needy aged, to the blind, and to dependent 
children. The recipients of this relief (and their 
previous employers, if any) have made no 
contributions to any fund; the money comes 
out of the general monies of the federal and 
state governments. 

The other kind of payment to superannuated 
employees is based in part on previous (equal) 
contributions or taxes paid to the federal gov¬ 
ernment by both employers and employees. 
Here the benefits are received as a matter of 
right, whether or not there is need. This is 
the exclusively federal Old Age and Survivors' 
Insurance program begun under the Social 
Security Act of 1935, as amended. The coverage 
of this plan is about the same as for the federal- 
state unemployment compensation system, and 
similar recommendations for broadening the 
coverage have been made by the Social Secu¬ 
rity Board and by numerous private experts. 
The tax rate for covered employers is one per¬ 
cent of the first $3000 of wages paid to each 
employee during a given year, and each covered 
employee must pay one percent of the first 
$3000 of a given year s wage income. The 
original Act provided for yearly step-ups in 
the tax rates, to maxima of 3 percent of covered 
wage payments and wage incomes; but the 
Congress, fearing the deflationary effects of 
withdrawing larger percentages of wages from 
total current spending, has frozen the contri¬ 
butions at the one percent mentioned above. 
The time will come when this amount of tax 
will not support the total benefit payments. 
But there is, nevertheless, considerable senti¬ 
ment for financing the deficit from general 
federal revenues rather than from increased 
payroll and wage income taxes. Whatever 
the amount of tax money collected from em- 
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ployers and employees, it is invested in fed¬ 
eral bonds. 

There are two main kinds of benefits payable 
to eligibles: monthly annuities and lump-sum 
payments. The annuities are paid to an eligible 
insured person and his dependents or to the 
survivors of a deceased eligible insured person. 
Eligibility depends on an employee’s having 
worked about half his lifetime in covered 
occupations from 1936 to the retirement age 
of 65 or on his having worked for 40 quarter- 
years in covered occupations. The monthly 
benefit of an eligible employee amounts to 40 
percent of the first $50 of his previous average 
monthly wage income plus 10 percent of the 
average monthly wage in excess of $50 up to 
an excess of $200 plus one percent of this benefit 
for each year in which the employee received 
more than $200 of coverage wage income. Thus 
if a worker’s monthly average wage was $150 
and he was covered for 20 years, he receives a 
monthly annuity (till death, unless he re¬ 
enters a covered occupation) of $20 + $10 + 
$6 = $36. The minimum monthly annuity is 
$10, the maximum $85. If the annuitant has a 
dependent wife aged 65 and if under the system 
she has no annuity of her own equal to more 
than half the husband’s annuity, the husband's 
so-called primary benefit is supplemented by a 
so-called wife's insurance benefit equal to one- 
half the primary benefit; but the maximum of 
both benefits must not exceed $85- If the 
annuitant has unmarried dependent children 
less than 18 years old, each of these is entitled 
to a child’s insurance benefit of one-half the 
primary annuity. 

If a male annuitant dies, the survivor s pro¬ 
visions of the Act become effective. The widow 
receives a widow’s insurance benefit upon reaching 
age 65 if she was living with her husband at 
the time of his death, has not remarried, and 
is not receiving a primary annuity of her own 
equal to or larger than the widow's benefit. 
This widow’s benefit is three-fourths of the 
husband's previous annuity. If the widow has 
not reached age 65, was living with her hus¬ 
band at his death, has not remarried, and has 
in her care one or more dependent children 
age ' less than 18, she is entitled to a widow's 
cunt: insurance benefit of three-fourths of the 
husb-nd’s primary annuity until the children 
reach the age of 18 or she reaches the age of 65- 


When a male annuitant dies, each surviving 
dependent child under age 18 also receives an 
orphan's insurance benefit of one-half the de¬ 
ceased father's primary benefit. If there are no 
eligible survivors in the male annuitant's own 
family, but his parent or parents survive and 
are dependent and 65 years old, each receives 
a parent's insurance benefit equal to one-half the 
primary benefit. Finally, if an annuitant leaves 
no such survivors, a lump-sum payment equal 
to six times his monthly primary benefit is 
received by the closest relative or, in the 
absence of such person, by the individual who 
pays the burial expenses. A number of recom¬ 
mendations have been made for simplifying 
and liberalizing the benefit system, particu¬ 
larly since the post-war inflation in the cost 
of living. 

(d) Other Government Measures Affecting Re¬ 
source Allocation or Income Distribution. Now. 
still bearing in mind the list (given in an 
earlier part of this chapter) of possible kinds 
of measures that American democratic govern¬ 
ment might employ to improve the allocation 
of resources or the distribution of income in a 
mixed economy combining atomistic and 
monopolistic markets, let us briefly summarize 
certain other important things that have 
actually been tried. Some of these measures 
(such as trust-busting and the establishment 
of government-owned-and-operated competing 
"yardstick'' plants) have already been men¬ 
tioned because of their close relation to the 
price matters previously discussed; we shall 
not repeat our consideration of these matters 
here. But there are a few other items yet to be 
considered. 

A number of efforts have been made to in¬ 
duce firms to standardize products, promote 
households’ knowledge of products and of 
employment conditions, and improve house¬ 
holds' mobility in buying products and selling 
factor services. Among the efforts that have 
borne some fruit in legislation and its adminis¬ 
tration are the following (not listed neces¬ 
sarily in the order of their importance): First, 
Herbert Hoover, as a Secretary of Commerce 
and later as an "engineer" President, suc¬ 
ceeded in obtaining the voluntary cooperation 
of firms and their associations for reducing the 
number of product grades and varieties. Most 
of the standardization, however, was in pro- 
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ducers' rather than consumption products, so 
that households received benefit only indirectly 
for the most part. 

Second, under the Wheeler-Lea amendments 
of 1938 to the Federal Trade Commission Act, 
the FTC was given authority to prohibit false 
and misleading advertising of products (except 
with respect to the labeling of products, to be 
mentioned below). Even with inadequate ap¬ 
propriations the FTC has been able to effect 
an appreciable improvement in the quality of 
advertising. Nevertheless there is a long way 
to go before advertisements become truly in¬ 
formational for ignorant households. 

Third, the federal Food and Drug Act of 
1906, as amended in 1938 to become the Food, 
Drug, and Cosmetic Act, empowers the Food 
and Drug Administration of the Federal Secu¬ 
rity Agency to prohibit interstate shipment of 
packaged foods, pharmaceutical products (in¬ 
cluding the so-called ’patent medicines"), 
therapeutic devices, and cosmetics (except 
soap) which are found upon investigation to 
be adulterated or misbranded or harmful (when 
used as directed on the labels). The FDA is also 
empowered to act positively by setting mini¬ 
mum standards of quality and quantity for 
most packaged foods and by requiring truthful, 
more detailed labeling of foods, drugs, and 
cosmetics. No new drug may be shipped in 
interstate commerce without permission of the 
FDA. Meat grading and inspection have been 
given special federal attention through the 
effective administration of the Meat Inspection 
Act of 1906 and the Packers and Stockyard Act 
of 1921. All these statutes have had substantial 
utility for households. Nevertheless the regula¬ 
tion has suffered from inadequate appropria¬ 
tions and is deficient in its failure to require 
the grade-labeling of canned foods. Many firms 
are still free to deteriorate the qualities of their 
products unknown to household buyers. 

Fourth, knowledge of employment condi¬ 
tions and mobility of labor are considerably 
improved by certain divisions or bureaus in 
the federal Department of Labor or in the 
rederal Security Administration: (*) the 
Uureau of Labor Statistics (of the Department 
° Labor ) wh,ch publishes wage, hour, em¬ 
ployment, earnings, and cost-of-living data 
, a great many different industries and 
ocalities; (*) the Apprentice Training Service 


(Labor Department), which helps in the de¬ 
velopment of standardized apprentice-training 
programs in various localities; (c) the Division 
of Labor Standards (Labor), which publishes 
various data on working conditions; (J) the 
Women's Bureau (Labor), which publishes 
data on the employment conditions of women; 
and (0 the United States Employment Service 
(Federal Security Administration), which 
under the Wagncr-Pcyser Act of 1933, as 
amended, supervises a federal-state system of 
public employment offices. These offices, lo¬ 
cated in most population centers (about 1500 
cities), serve employers and employees with 
information about available workers and jobs 
and job-conditions and at the same time help 
employers to fill vacancies and workers to 
obtain jobs. Labor knowledge and mobility 
are also furthered by the Office of Vocational 
Rehabilitation of the Federal Security Agency; 
this office supervises a federal-state program 
of retraining disabled workers and military 
veterans, thus helping the workers to find jobs 
and preventing their relegation to the labor- 
resource scrap-heap. All these measures make a 
considerable contribution to labor mobility 
and thereby to the desirable allocation of 
resources. 

Fifth, under the Securities Act of 1933, the 
Securities Exchange Act of 1934, and the Public 
Utility Holding Company Act of 1935, a 
fcdcra! Securities and Exchange Commission 
(SEC) was created and empowered to regulate 
the issuance of new securities (of nine or more 
months* term) by corporations, the sale of 
such securities in the stock exchange markets, 
and the structure of public utility holding 
companies. In order to use the mails or inter¬ 
state commerce for the sale of new securities 
corporations must have certificates of registra¬ 
tion from the SEC. This means that the secu¬ 
rities and the advertising or informational 
prospectuses must possess the form and content 
prescribed by the Commission in order that 
potential investor-buyers of the securities be 
well enough informed about the relative merits 
of the offerings to make something approaching 
a rational choice in allocating their savings 

‘ ?PP° rlu nines. Corporations 

must make detailed reports to the SEC before 
ottering new securities, and these reports are 
available for public inspection. Corporations 
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are liable to both criminal and civil action for 
losses suffered by household-buyers of their 
securities if such losses are proved to have been 
based on misleading or erroneous statements in 
the prospectuses. 

All but one of the states (Nevada) have some 
regulation of corporations' selling of securities 
to households. Some are rather stringent and 
effectively enforced; others are not. These laws 
—known as "blue sky" laws because, as one 
of the legislators considering the first law in 
1911 said, "some of these dishonest promoters 
would sell you shares of stock in the bright 
blue sky itself"—have also helped to attain a 
better allocation of resources. 

We have reviewed a number of federal and 
state government efforts to regulate the rela¬ 
tions of firms with households which have had 
some effect on the allocation of economic re¬ 
sources or on the distribution of income. It 
may be hazarded that the net result of such 


regulation has been some improvement over 
the resource-allocation and the income-distri¬ 
bution that would have existed in the absence 
of regulation. But it is clear that much of the 
regulation has not been well-conceived and, 
considered as a whole, has had many internal 
inconsistencies. Moreover, inadequate appro¬ 
priations have badly hampered the adminis¬ 
tration of many of the laws. Information 
sufficient to acquaint voters and legislators 
with the broad principles and necessities, and 
with the alternatives involved in the problems 
of economic and social resource-allocation and 
income-distribution, appears often to have been 
lacking. Monopoly and oligopoly still exist. 
Marginal social utilities have in general not 
been equated to marginal social costs. The 
optimum allocation of economic resources at 
any existing distribution of income is still far 
from being achieved, even though some prog¬ 
ress has been made. 
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possible measures discussed in the last chapter 
for improving the mobility and the responsive 
allocation of resources are the only or the 
main controls which government should 
exercise over the economic system. This is 
because, they say, if monopolistic and monop- 
sonistic price and output rigidities arc removed 
and if firms can be led or made to present the 
true social-cost alternatives to the households, 
the firms will then allocate resources sensitively 
in response to the dollar votes cast by the 
households, and The Hand will automatically 
produce an economy in which resources are 
fully employed. Now from our discussion of 

dynamic" Atomisia (the economy for which 
we assumed reasonable mobility for all the 
resources) it must be clear that substantial 
under-utilization of resources is possible, in 
fact is inherent, in such an economy for a part 
of its relatively brief but violent business cycles. 
Therefore (even though we may not agree fully 
with those who say that the full utilization of 
resources is the overwhelmingly most im¬ 
portant problem of our time, and even though 
we may agree that an improved allocation may 
facilitate a fuller utilization) we must sympa¬ 
thetically consider measures that have been 
proposed or undertaken to attain full em¬ 
ployment. We cannot conclude, in short, that 
to atomize the economy would make any 
other measures to produce full resource-utiliza¬ 
tion unnecessary. 

It can hardly be doubted, from our analyses 
and from the statistical evidence presented in 
the next chapter, that the losses in total 
physical output and want-satisfaction result¬ 
ing from alternate inflation and deflation- 
boom and depression exceed those occasioned 
by roisallocation. Furthermore, the chance 

in hlndr ° g t Sat,s / actor y ara ount of success 
m handling the under-utilization problem ap- 

allocation* ^ ' haD “ d “' in * with •*- 

F°r these reasons, and because the United 
States government has in recent years actually 
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adopted various important programs (and is 
considering still other measures) to deal with 
depressions and booms, we must now address 
ourselves to this subject. 

(ii) The two-fold problem. The achievement of 
full utilization of resources and of economic 
stability involves two main problems. First, 
there is the problem of bringing the economic 
system to a full-employment level. Second, 
there is the problem of keeping it there without 
having an inflationary boom. The unifying objec¬ 
tive is economic stability at the level of rea¬ 
sonably full utilization of resources. A stable 
plateau of business activity is not enough if 
conditions are such as to make this level lower 
than one that we could have with full utiliza¬ 
tion of available economic resources. Stability 
with chronic unemployment would not be 
enough. But once full employment has been 
reached, there can be economic disaster if price 
inflation occurs. In a word, the goal is smooth 
economic progress with reasonably full em¬ 
ployment. 

(iii) The meaning of "full" employment. The 
term “full employment” or “full utilization" 
has been used a great deal in this book, and 
thus far without much effort to define it 
precisely. Buc now that we are focusing on it 
with respect to a real-world economy like 
America—and especially because the term has 
gained such popular currency—we must explain 
our meaning. 

We do not adopt a definition proposed by 
the English social economist, Sir William 
Beveridge: a condition in which there are more 
jobs at “fair" wage rates than there arc workers 
seeking jobs. We do not even go so far as to 
say full employment is a condition in which 
every one seeking a job for which he is fitted 
at the current wage rate will find such a job. 
What we do mean is that, so far as the labor 
resource is concerned, there should be a mini¬ 
mum practicable amount of uncmployment- 
an amount not in excess of that svli.ch neces¬ 
sarily occurs in a dynamic economy when 
technological improvements temporarily dis¬ 
place certain workers from certain fobs; when 
the demand curves for certain industries or 
firms' products shift leftward as other demand 
curves shift rightward; or, when either demand 
or supply conditions make for stasmal ups and 
downs in certain firms' outputs. This kind of 


unemployment is not cyclical or secular. It 
is sometimes called "frictional”; i.e., it is due 
to lack of immediate, smooth adjustment 
within the labor resource when the above- 
mentioned kind of change occurs. Just how 
much labor unemployment is the "minimum" 
cannot be said with precision; but most 
economists put it at about 2 to 5 percent of 
the available full-time work force, or about 
1.5 to 3 million workers out of a resource of 
60 millions. 

(iv) Review of nature and causes of cyclical 
fluctuations. In order to have a ready frame of 
reference for classifying the measures that have 
been proposed or are actually in use byAmerican 
government it will be helpful to review briefly 
the main features of the business cycle, as 
analyzed in Chapters 24 and 25. The down¬ 
swing is characterized by successive reductions 
in total spending on finished products, the 
upswing by successive increases. Without re¬ 
gard as yet to government spending, total 
spending on finished products means the amount 
spent by households on consumption goods 
plus the amount spent by firms on new invest¬ 
ment goods (capital goods, inventories, etc.). 
Changes in total consumption spending de¬ 
pends on (1) changes in the propensity to con¬ 
sume, which is affected mainly by changes in 
(*) customs and beliefs of households, (b) 
households* expectations about prices and (0 
the distribution of total income among house¬ 
holds; and (2) changes in the total of disposable 
money income (“disposable” means after 
taxes"). Changes in total investment spending 
depend on firms* expectations of discounted 
AfC’s in relation to discounted MR's or, to 
state the matter differently, on firms’ expecta¬ 
tions about the discounted MRP s of factor 
services (mainly the expected discounted net 
A1RP of new capital investment) in relation to 
the discounted AlOs of these services. 

Among the costs which affect firms decisions 
are interest charges based on the interest rate 
and wage payments based on the wage rate. 
The interest rate is often of ma|or significance. 
Its level in the ' dynamic ' world, we recall 
from Chapter 24, depends in part on the 
quantity of money and the demand for c* h 
balances. The quantity of money depends n 
large part on bankers' willingness and ability 
to create (or destroy) demand deposits, and 
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these in turn are determined by the amount of 
excess reserves and by bankers' business expec¬ 
tations. The extent of the demand for cash 
balances by households reflects their expecta¬ 
tions about the prices of non-equity securities, 
i.c. t their willingness to lend money to firms 
by buying new bonds and bills rather than to 
hold money as balances. 

The firms' discounted expected AfR's depend 
on their estimates of the positions and elastici¬ 
ties of their product-demand curves, and these 
of course depend in part on estimates of con¬ 
sumption spending. 

When expectations are prevailingly down¬ 
ward for any reason, total consumption spend¬ 
ing and investment spending decline, with 
resulting decreases in output and resource- 
utilization; and prevailingly upward expecta¬ 
tions among households, banks, and non¬ 
banking firms produce the opposite results. 

It should also be recalled that, given the 
demand for cash balances (based on given 
expectations), an increase in the quantity of 
money in the economy leads, other things un¬ 
changed, to an increase in total spending as 
households and firms try to shift from money 
to commodities and securities. 

(v) Tie general role of government. Clearly any 
effort by government to increase total spending 
(and thereby output and employment) during 
a period of under-utilization of resources, and 
any effort to decrease total spending during a 
period of inflation, must be directed toward 
one or more of the above-mentioned factors 
which make for deflation or inflation. Govern¬ 
ment measures may be aimed primarily and 
directly at changing the total spending of the 
private economic units in the economy; or they 
may have mainly to do with changing the 
amount of government spending on goods and 
services, thus only indirectly affecting private 
spending. For we must now recognize that our 
simple formula for total expenditure was inad¬ 
equate: Actually total spending on finished 
products in the economy equals total con¬ 
sumption spending by households plus total 
investment spending by firms plus total spend- 

mg by government on products (includine 
services). s 

The expectations of households and firms 
^e as we know, potent in affecting the levels 

econormc activity. But it must be understood 


that none of the proposed or actual government 
measures attack expectations directly. No one 
has ever seriously suggested that the American 
government should try to propagandize house¬ 
holds and firms into attitudes of optimism or 
pessimism. This is too uncertain and mountain¬ 
ous a task. But it must never be forgotten that 
any government measure almost always has 
some indirect effect on expectations. Therefore 
all measures must be carefully scrutinized for 
such results. A particular action might, for 
example, seem most promising until one 
realized that, in the existing economic-polit¬ 
ical environment, it would cause a violently 
unfavorable psychological reaction. 

(vi) How shall full-employment-stability meas¬ 
ures be classifiedl Government's full-utilization 
measures may be classified in various ways. In 
terms of the kind of spending on which a given 
measure makes its initial or direct impact, we 
may divide the measures into those having 
mainly to do with households’ consumption 
spending; those having to do mainly with 
firms' investment spending; and those having 
mainly to do with government spending on 
goods and services. (When government spends, 
there is of course an indirect effect on private 
consumption and investment spending.) This 
is the classification used in our discussion later. 
A commonly used classification is the one that 
distinguishes between themonctary and interest- 
rate policies of the Treasury and the Federal 
Reserve Board(i.e., the policies dealing directly 
and mainly with the quantity of money) and 
the fiscal policies of the government. (As 
shown in Chapter 41, the term •'fiscal” has to 
do with the amounts of and the relationship 
between government revenues from taxation 
and government spending, i.e., whether the 
government shall strive for a surplus of revenue 
over expenditure or for a deficit of revenue 
under expenditure.) It is also useful to re¬ 
member that some measures may be subsumed 
under the heading "administrative” and others 
under the heading "statutory.” The first refers 
to measures which depend on the judgment 
and discretion of the heads of one or more 
government agencies, as to the timing and the 
amount of the governmental action. An example 
!1 P ubl,c works,” such as roads and harbors, 
jhe second refers to measures laid out in some 
detail by legislation, with little discretion 
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left to an administrator. An example is social 
security measures. Still another useful classi¬ 
fication is preventive versus remedial. The pre¬ 
ventive sort of measure tries to avoid economic 
sickness before it happens by suitable "pro¬ 
phylaxis,’ ’ such as a forestalling change in 
the interest rate. A remedial measure aims to 
check an undesirable trend once it has gotten 
under way. Some measures may of course be 
used both ways. 

(vii) General problems. These last two classi¬ 
fications lead us into a consideration of certain 
difficulties that beset the path of any would-be 
full-employment stabilizer. If a particular 
measure such as public works involves dis¬ 
cretionary action by a government official for 
the prevention of, say, a business downturn, 
how is he to know when such a change is im¬ 
minent and how is he to know when to swing 
into action? We have, in other words, the 
formidable problem of accurate business fore¬ 
casting and the equally formidable problem of 
timing. The making of business forecasts is one 
of the great American pastimes, but the man 
who always guesses right—or, more properly, 
the man who doesn’t need to guess but makes 
successively accurate predictions—has yet to 
appear in the ranks of renowned inventors and 
technicians. If he existed, economic uncertainty 
would probably have vanished. Clearly, ac¬ 
curate forecasts are necessary to administrative 
measures; otherwise conditions may be wors¬ 
ened. For example, to throw a large number of 
big public construction projects into an ex¬ 
pected deflationary breach at a time when the 
basic forces were really inflationary would 
greatly intensify the inflation. (This is the sort 
of thing that almost happened in Washington 
after V-J Day when a number of the more 
enthusiastic economist-members of the Ameri¬ 
can super-Keynesian school urged strongly that 
the government advocate wage-rate increases 
up to 30 percent in order to forestall a return 
to the conditions of 1932-33-) The proper 
timing of measures is of course closely related 
to the forecasting problem. But more than 
forecasting is involved. One must know the 
moment when the action will be most effective. 
Suppose that every one were reasonably sure 
that the trend would be downward for several 
years. To apply a particular measure near the 
beginning of the downswing might worsen 


matters, whereas to apply it two years later 
might bring very favorable results. 

A second problem, especially acute in the 
United States, is the coordination of state and 
local government activities with federal meas¬ 
ures. In some matters, such as control of interest 
rates or the issuance of currency, the federal 
government may have exclusive jurisdiction. 
But in many others, such as expenditure on 
public works, jurisdiction is divided; and un¬ 
less state-local actions correspond with federal 
measures, the effect of the latter may be much 
weaker. 


A third problem may be characterized by the 
general term "leakages." This means simply 
that the effect of a particular measure is less 
than anticipated because of the operation of 
some "perverse," unexpected factor. For ex¬ 
ample, the imposition of product-price control 
and the rationing of products during a time of 
serious actual or threatened inflation might 
exert only a nominal control if most of the 
products were diverted to black markets. Or 
a sizeable increase in the quantity of money 
held by the firms and households would not 
increase total spending if the expectations of 
these economic units were such that all the 
additional money went into hoards. Or the 
additional money might, because of the favor¬ 
able positions of certain monopolistic firms and 
labor unions, work itself out in a considerable 
price increase before full employment was 
approached. 

The fact that such problems exist and must 
be faced does not lead necessarily to the con¬ 
clusion that government action is futile or 
undesirable. It simply helps one to be realistic 
in his appraisal of the measures and to be 
suspicious of any measure labeled as a sure 
cure or a cure-all. 

(b) Measures Concerned Mainly and Directly 
with the Private Consumption Spending of House¬ 
holds. Let us now survey the measures that 
American government may or does use to in¬ 
crease households’ spending during depression 
periods or to decrease such spending during 
boom periods. These measures, classified on 
the basis of effects, are of two mam kinds. 
those that raise or lower household consump¬ 
tion spending by making across-the-board 
changes in their total disposable incomes, with 
out much effect on income distribution (*•«•» 
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without increasing the expenditure of one 
income-class of households at the expense of 
another); and (2) those that alter household 
expenditure by increasing some groups’ in¬ 
comes at the expense of others’, i.e., through 
changes in the over-all propensity to consume 
induced by redistributing total income. This 
classification of measures affecting consumption 
spending conforms to the two ways in which, 
we said above, such spending may change 
cyclically. Unfortunately for the classification, 
however, some of the measures affect both 
ways, and we shall have to take account of 
this fact in our discussion. 

(i) Measures resulting mainly in across-the- 
board changes in disposable incomes There arc 
two chief ways by which government may try 
to make this sort of change in households' 
consumption spending: (*) by raising or lower¬ 
ing tax rates; and (£) by providing government 
subsidies. 

One way of giving the households more 
money to spend during depression periods is 
to’collect smaller amounts of taxes and smaller 
proportions of received money income from 
them by lowering the tax rates. Conversely, a 
way of mopping up potentially inflationary 
"purchasing power" is to raise tax rates and 
make households turn over larger percentages 
of received money income. This procedure is 
said to have the added advantage of helping 
to diminish the elasticity of households' price 
expectations, downward or upward; the effect 
of tax cuts or remission during downswings is 
said to be psychologically favorable to actual 
spending of the additional money, and tax 
increases during upswings are said to curb the 
herd desire to shift from money to commodities 
and securities. This measure has never been 
tried in the United States in any planned or 
systematic way, the Republicans tending to 
reduce tax rates and the Democrats to increase 
them almost regardless of the phase of the 
business cycle. For the plan really to be effec¬ 
tive the Congress would doubtless have to 
delegate some of its authority over tax rates 
and give discretionary power to some execu¬ 
tive agency such as the Treasury Department, 
he actions of the administrator could of course 
made subject to reconsideration by the 
congress; but, since timing is so important and 
since the Congress must take so long to devise 


new tax laws, the initial action would have 
to be taken administratively in order to be 
effective. It is to be doubted, however, that 
the Congress would be willing to make such a 
delegation. 

It should be clearly understood that, as our 
introductory discussion in Chapter 41 must 
have made plain, the raising or lowering of 
tax rates (and thereby the raising or lowering 
of the amounts collected as taxes by the govern¬ 
ment) involves changes in the relationship 
between revenue and expenditure in the govern¬ 
ment's budget. If during a business depression 
the government wishes to increase house¬ 
holds’ consumption spending by a reduction 
in tax rates across the board, the government 
will have to keep its own expenditure at least 
constant; that is, it will have to run a budget 
deficit. Conversely, if during an inflation the 
government wishes to decrease private con¬ 
sumption spending by a general tax-rate in¬ 
crease, the government’s own spending will 
have to remain constant, so that there will be 
a budget surplus. Without these changes in 
budget relationships there would be no net 
upward or downward change in total spending 
in the economy as a whole. 

Similar effects on household spending could 
be achieved by a system of subsidies or money 
payments by government to households, with¬ 
out a change in tax rates. The payments would 
be financed not by tax funds (for such a method 
would mean merely the transfer of spending 
power from households to themselves) but 
by the creation of additional money, either 
through government borrowing from the bank¬ 
ing system (the creation of demand deposits 
to government account through banks' pur¬ 
chase of new government securities) or through 
the printing of additional paper money by the 
government. The households would receive 
the money, presumably, in the form of govern- 
mem checks, possibly through a system of 
family allowances" like those in use in 
certain European and Australasian countries. 
Under this system each family head receives a 
specified amount per week with additional 
allowances for wife and dependent children. 
For the plan to be effective it would have to 
be administered by some executive agency with 
delegated discretionary authority to raise the 
allowances in depressions and reduce them in 
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booms. The advocates of government subsidies 
to households say, further, that if a family 
allowance system were to seem too big a break 
with American political traditions, the same 
effects could be attained through a system now 
in operation to which Americans have become 
accustomed, namely the social security pro¬ 
gram of unemployment and old-age compensa¬ 
tion. By keeping the social security tax rates 
constant and varying substantially the amounts 
and rates of benefit payments between pros¬ 
perity and depression periods through large 
federal contributions financed as stated above, 
it is urged that a "floor" could be placed under 
decreases in household spending. However, 
with respect to household spending during 
inflationary periods it does not appear that the 
reductions of subsidies under either the family 
allowance or the social security system would 
be adequate to stop the boom. (It should be 
noted that the family-allowance system, as 
presently used, is an income-redistribution 
rather than a cycle-control measure.) 

The pure unemployment relief payments (to 
be distinguished from benefits under the 
federal-state unemployment compensation sys¬ 
tem) made by federal, state, and local govern¬ 
ments during the thirties were a rather un¬ 
systematic way of distributing subsidies to 
households. They were made mainly with the 
social-political objective of preventing the 
physical and mental deterioration and destruc¬ 
tion of the unemployed households rather than 
with the economic aim of promoting recovery. 
Moreover, they were not large enough, in the 
aggregate, to achieve full resource-utilization. 
And, because they were a new thing, they may 
well have "undermined business confidence," 
so that a decrease in the rate of new investment 
spending followed. 

(ii) Measures designed to change the propensity 
to consume. The programs just described aim 
to change total consumption spending by 
raising or lowering the total household in¬ 
come out of which consumption expenditures 
are made; the measures do not focus on chang¬ 
ing the proportions (of given total incomes) 
that will be spent on consumption goods. We 
come now, however, to a group of measures 
that do concentrate mainly on this objective. 
In the light of actual or possible American 
peace-time experience, there appear to be about 


six main measures of this kind: (*) changes in 
the tax structure; (£) taxes on hoarding; (c) 
price control and the rationing of consumption 
goods; 00 changes in the terms of instalment 
purchase of consumption goods and in the 
terms of buying corporation securities; (*) cam¬ 
paigns asking households to increase their 
savings by buying new government securities; 
and (/) wage-rate policies. 

Changes in the tax structure. Since household 
spending depends in important part on the 
position of the propensity-to-consume curve 
and since this curve's position is determined 
significantly by the prevailing distribution of 
income among households (being higher when 
the distribution is relatively equal, and vice 
versa), the government can try to encourage 
or discourage household spending by changing 
its tax rate structure in such a way as to make 
income distribution more or less equal. Ac¬ 
cordingly it has been proposed that discre¬ 
tionary authority be vested in some govern¬ 
ment agency, such as the Treasury, to act 
somewhat as follows: In depression or down¬ 
swing periods, sales tax and excise tax rates 
(which bear ''regressive! y" on the poorer 
households) should be lowered or the taxes 
abolished and the personal income tax rates 
should be made more steeply progressive, with 
raised exemptions for the poorer households. 
In inflationary periods the reverse program 
should be put into effect. 

Any appraisal of these proposals must bear 
in mind that tax rates and the tax rate structure 
influence not only the propensity to consume 
but also the inclination to work for income 
and to invest. Even if the tax system were 
altered so as successfully to lift or lower the 
PC schedule, we should have to gauge also 
the way in which different income classes 
changed their decisions between leisure and 
work and the effect on firms' and households 


xpectations. . . . _ r 

There is yet another definite criticism o 
his measure. But because this criticism is 
pplicable also to other measures affecting 
onsiderably the distribute of income, we 
hall not discuss it until page 948. 

Tax,, on bearJmg. It has frequently been 
reposed (but not tried) that the government 
-vv a tax on hoarded savings so as to make 
h,s deflationary practice of households (and 
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firms) too expensive to indulge in. The notion, 
in itself, has a degree of economic soundness; 
but to many if not to a majority of the citizens 
it is likely to represent a politically repugnant 
interference with economic freedom, and al¬ 
most any plan coming under this heading 
presents numerous administrative difficulties. 
Under the general idea of an anti-hoarding tax 
have come forward various so-called stamp- 
scrip proposals (including such "crank” plans 
as those advocated in the thirties by the 
California "Ham-and-Eggs" and "Thirty Dol¬ 
lars Every Thursday” groups), under which 
spending is supposed to be promoted by the 
requirement that money-holders must periodi¬ 
cally buy and affix stamps to scrip (paper) 
money so long as they hold the scrip. The main 
trouble with such proposals is that the stamp- 
tax is so high relative to the scrip's face value 
that not only could no household afford to 
hold the money; the money would become 
worthless and unacceptable to banks. Other 
proposals have suggested much lower stamp 
rates which are said to be high enough to dis¬ 
courage money-holding (by putting, in effect, 
a negative rate of interest on hoards) but not 
so high as to make the money too ''hot” to 
be used for normal buying purposes. 

Prict control and rationing. Now let us suppose 
that a severely inflationary period exists or is 
expected. There is or will be a big inflationary 
t a P between the total number of dollars avail¬ 
able to households for spending on consump¬ 
tion goods and the total value, at current 
prices, of the consumption goods available 
for purchase. 1 One way of closing the gap is 
of course to let households bid up the prices of 
the products until the number of dollars to be 
spent is just equal to the total dollar value of 
the products at the new higher prices. This 
method is often not preferred by government 
because of the social unrest that accompanies 
rapid, recognized increases in the cost of living. 

I he unrest arises because of the inequities 
involved: The rich households are able to out¬ 
bid the poor households for the scarce goods. 
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In effect, to let product-price inflation close 
the gap is to levy an extremely regressive sales 
tax. (Sales taxes have not usually caused much 
unrest because the cost-of-living increases re¬ 
sulting therefrom were not usually recognized.) 
A second method of closing the gap is one 
already mentioned: the raising of actual tax 
rates across the board sharply enough to bring 
the total number of spendable dollars down to 
the value of the available products at current 
prices. This method, though economically 
inviting, is highly unpalatable politically: The 
tax rates might have to be raised so high that 
a "terrific squawk" would arise from the 
voters unless there were a common feeling that 
the nation was in dire peril. It is a rare demo¬ 
cratic government that would have the courage 
to levy the necessary taxes. So, under all these 
circumstances, there is often a resort to a 
third, less unacceptable measure: price control 
and rationing. Under this program a govern¬ 
ment agency with discretionary powers granted 
by the legislative branch, sets or tries to hold 
product prices at current levels and issues a 
new kind of money or purchasing power which 
supplements the standard, customary currency. 
This new money is the ration coupons, tokens, 
or points. It is issued to the households almost 
wholly on the basis of need and not on the 
basis of any market valuation of the house¬ 
holds' factor services. The bigger and more 
needy the household, the more coupons it gets, 
as a rule. In other words, the ordinary basis 
of casting votes in the consumption-product 
market places is changed. Except in black 
markets, dollars by themselves do not count 
as votes. Neither do ration coupons by them¬ 
selves. To have one’s votes counted and to 
come home with goods, one has to cast both 
kinds of votes. Thus under price control and 
rationing the government tries to avoid infla¬ 
tion by removing from a given large quantity 
of standard money much of its buying power. 

Instalment buying and the purchase of stocks. Two 
other measures that have been used (during 
and after World War II) to curb household 
spending are (1) the Federal Reserve Board's 
restnecons on the granting of loans to house¬ 
holds by banks and other financial firms for 
the instalment buying of durable consumption 
products; and (2) the Board's restrictions on 
margin trading in stocks—i.e., the Board 
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has limited the percentage of the stocks' 
purchase price which could be borrowed by a 
household trader on the call-loan money 
market. Although not of prime importance, 
both these actions limit the ability of house¬ 
holds to buy commodities and securities. 
Obviously a removal of such limitations would 
encourage spending during a downswing. 

Propaganda to change the percentages of income 
saved. One possible way of increasing or de¬ 
creasing the total amount of consumption 
spending is to persuade households as a whole 
to raise or lower their PC curves. However, it 
is extremely unlikely that this measure would 
succeed except in times of national emergency. 
At such times the government might get 
households to spend or to save more than they 
otherwise would. Thus in time of war the 
government might sell unusually large amounts 
of new bonds to the public. 

Dear in mind that, unless the sale of govern¬ 
ment securities to households produces an 
increase in saving out of a given size of current 
income (i.e., lowers the PC curve), there will 
be nothing but a shift from private firms' 
securities and no reduction in total consump¬ 
tion spending. 

National wage policy. Finally, we come to 
government policy in respect to the level of 
wage rates. In the dynamic economy this 
policy, if it exists, has an important bearing 
both on firms' costs and investment spending 
and on households' consumption spending. 
From the standpoint of our present interest, 
the question is. Given the existence of "big 
unionism" in America, what wage measures 
would tend to increase consumption spending 
during depressions or downswings and what 
ones would tend to curb such an increase after 
full employment had been reached during up¬ 
swings? Any realistic answers to this question 
must’ be based not only on economic analysis 
but also on full recognition of the political 
fact that under the American form of govern¬ 
ment it is not possible to dictate directly the 
general level and the structure of wage rates. 
That is, action is only possible through the 
exercise of moral suasion on the wage decisions 
of unions and firm*; through the direct setting 
of wage rates and other terms of employment 
for the weakest, unorganized groups of workers 
(by means of federal and state laws on mini¬ 


mum-wages, hours, and working-conditions); 
and through the recommendations of govern¬ 
ment fact-finding boards in big cases involving 
the public interest under the Railway Labor 
Act, the Labor-Management Relations (Taft- 
Hartley) Act, or other emergency powers of 
the President. 

These circumstances do limit the opportuni¬ 
ties for government wage-rate control. But 
they are not so limiting as might appear. The 
setting of minimum rates for unskilled groups 
offers a possible way (although, as experience 
under the Fair Labor Standards Act with the 
southern textile industries showed, not a sure 
way) of influencing the wage rates of the semi¬ 
skilled and skilled workers in particular in¬ 
dustries. The emphasis of the National War 
Labor Board during World War II on rectifying 
intra-plant and inter-plant wage-rate inequities 
has lent much weight to the workers' in¬ 
sistence that (1) wage rates for jobs of similar 
skill within and among plants must not get 
"out of line"; and (2) proper wage-rate dif¬ 
ferentials must be maintained among jobs of 
different skills. Moreover, when a government 
fact-finding board in a big case recommends a 
certain settlement, it is not only difficult for 
the union and employers to reject the recom¬ 
mendation; the recommendation, when ac¬ 
cepted, often sets the "pattern'' of wage-rate 
changes for that year. 

Thus the federal government in practice can 
have and make fairly effective a wage-rate 
policy even in peace time. What should it be? 
There are those who believe that successive 
wage-rate increases should be made during a 
business upswing and during an inflationary 
boom in order to stave off any downturn. They 
also believe that, once a downswing is under 
way, it can be stopped by wage-rate increases. 
The argument for such a policy is that (1) the 
way to avoid and cure depressions is to raise 
the propensity to consume; and (2) general 
wage-rate increases shift product-demand 
curves rightward more than they shift firms 
cost curves up-leftward. There arc others who 
believe that wage-rate increases are mainly 
discouraging to business enterprise at any time, 
they tend to shift cost curves up-leftward more 
than they shift demand curves rightward and 
the effect on cost curves is more immediately 
felt by firms than is the effect on consumption- 
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spending and on demand curves. Therefore, 
they say, the proper way to avoid inflation is 
to promote general wage-rate increases at 
about the time when full employment is 
reached, and the proper policy for hastening 
the ends of downswings is general reductions. 

In fact, the proper wage policy for any time 
is difficult to decide. Our previous analysis of 
dynamic model economies tell us why: It is 
very hard to foretell what the effect of a general 
wage-rate change will be on the expectations 
of households and firms (banking and non¬ 
banking). Suppose that a general excess supply 
of labor (rather than of savings, as in Chapter 
24) exists in the economy. Should wage rates 
be reduced or increased? A wage-rate reduction 
will remove the unemployment only if (*) the 
price expectations of non-banking firms and 
households are inelastic or at least no worse 
than unit-elastic; ( b ) the state of banks* 
excess reserves and of bankers' expectations 
are such that the quantity of money does not 
decrease; and (c) economic and political condi¬ 
tions are not such as to produce an increase in 
uncertainty about future wage rates and prices. 
A general wage-rate reduction, with an excess 
supply of labor, will result in no rise and in no 
further fall in employment if (*) the price 
expectations of households and non-banking 
firms are unit-elastic; and (*) the banking con¬ 
ditions are such thac the quantity of money 
decreases proportionately with the reduction 
in the wage level. A general wage-rate reduc¬ 
tion will increase the excess supply of labor 
0 -e., the unemployment) if non-banking price 
expectations are clastic, whether the quantity 
Of money stays constant or not; however, the 
increase in unemployment will be greater if the 
quantity of money decreases and may be curbed 
or prevented if the quantity of money rises 

sufficiently. 

If unemployment is removed, product- 
demand curves shift leftward less than cost 
curves move rightward. If there is no change 
in employment, the two kinds of shifts are 
proportionate and offsetting. And if the excess 
supp ly of labor becomes larger, the rightward 
shifts of firms' cost curves is less than the left¬ 
ward shift of the demand curves for their 
products. 

On the other hand, suppose there is an excess 
demand for labor (i.e., a condition of price 


inflation with full employment). This condi¬ 
tion will be removed by a wage-rate increase 
only with inelastic or unit-elastic expectations 
among households and non-banking firms, at 
the same time that there is no increase in the 
quantity of money and no decrease in un¬ 
certainty. But the excess demand will not 
disappear if, with unit-elastic expectations, 
the quantity of money increases. And, with 
elastic expectations plus a rising or constant 
quantity of money, the inflation would be 
worsened. (Let the student work out what 
happens in all three cases in terms of relative 
shifts in product-demand and cost curves.) 

All these conclusions flow from our detailed 
analysis in Chapter 24. The stabilizing effects 
noted above come, we recall, through two 
kinds of decisions among all the individual 
households and firms: («*) substitutions over 
time, i.e., shifts of purchases and sales from 
present to future or from future to present; 
and (£) substitution and scale effects as of the 
current period. Likewise the unstabilizing 
effects noted above result from "unfavorable*' 
time substitutions and unfavorable current sub¬ 
stitution and scale decisions. The neutral 
effects noted above come from no time or other 
substitution; things become no better and no 
worse. 


We recall also that the current substitutions 
may be cither between commodities (which 
include labor) and money-to-hold or between 
securities and money. If there is a shift from 
money to securities, the buying of the securities 
raises their prices, thus lowering the interest 
rate, which in turn tends to stimulate new 
investment in commodities. If the shift is from 
securities to money, bond prices fall, the 
interest rate rises, and new investment tends 
to be curtailed. 

Now in reaUworW America (as contrasted 
with the Atomisia we studied) two circum¬ 
stances must be noted which tend to prevent 
some of the stabilizing effects noted above and 
by the same token, tend to keep the unstabiliz- 
«ng ones from being as bad as those previously 
set forth. These circumstances are (a') the 
apparent insensitivity of new investment to 

ence T * ?***? ? te; ® the exist- 

ca^e of° h 8 . 0 S° X and 0,i .S°P S0Q y- whi <h, be- 
I the ^continuities in the firms' MR 

and MC curves, prevent many of the stabilizing 
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(and unstabilizing) substitution and scale 
effects from taking place. 

Thus we see that, depending on what 
happens to price expectations and the quantity 
of money, a general wage-rate cut can have one 
of three possible kinds of effects on employ¬ 
ment, output, and prices. Similarly with a 
wage-rate increase. Therefore the government's 
decision on what should be the proper national 
wage policy must rest on its best guess as to 
what, in a given situation, will be the price 
expectations of households and non-banking 
firms and what will happen to the quantity 
of money (with due regard to the ability of 
government itself to influence this quantity). 
So the question becomes, Can government 
estimate these matters with any significant 
degree of accuracy? Can it tell from experience 
when, during a business cycle, price expecta¬ 
tions are likely to be elastic, when inelastic? 

It appears that normally, during a business 
downswing, expectations are at first clastic 
downward and that toward the close of the 
downswing they turn unit-clastic and then 
inelastic. From this it would follow that the 
time to apply wage-rate reductions is toward 
the end rather than at the beginning of the 
downswing: A reduction near the beginning 
would raise expectations of further wage cuts 
and thereby worsen the situation, whereas a 
reduction at the close, with inelasticity of ex¬ 
pectations and with a money-quantity un¬ 
likely to be further diminished, might well 
result in an upturn in national output and em¬ 
ployment. 

But what of a general wage-rate increase 
during the downswing? Would not such a 
policy "stabilize demand" and prevent further 
recession? It appears that this program would 
not succeed. At the beginning of a downswing, 
price expectations have turned downward- 
elastic in large part because demand curves 
have shifeed leftward in relation to firms cost 
curves. It cannot reasonably be anticipated 
that, given the mental slants and expectations 
of the early downswing, a wage-rate policy 
which would be thought of as a further worsen¬ 
ing of cost-demand relationships would result 
in re-employment and a cessation of the down¬ 
swing. Employment and output would very 
probably continue to fall. "Demand which is 
to be interpreted as spending (i e., in large part. 


employment multiplied by the wage rate), 
would not be "stabilized." A general wage- 
rate increase toward the close of a downswing 
might be more successful. Price expectations 
might have just turned unit-elastic; "bottom" 
is being "scraped." The chances that expecta¬ 
tions might turn elastic upward are better 
here. Yet the wage-rate increase might well 
choke off any incipient "natural" trends 
toward business recovery. It might be better 
to let firms taste profits for at least a short 
period before introducing the increase. 

During a business upswing it would seem 
that wage-rate increases could be "ordered" 
at almost any time except near the close of the 
period, without adversely affecting employ¬ 
ment. With innovations being planned on a 
large scale, full employment will almost cer¬ 
tainly be reached whether or not there are 
wage-rate increases. Near the peak of the 
boom, however, with some price inflation in 
existence, would a further wage-rate increase 
be able to ward off a "softening" of prices and 
the beginning of a downswing? It seems not. 
At this time prices in general are usually begin¬ 
ning to "soften"; profit margins have been 
getting smaller as costs have risen relative to 
demand; and price expectations, having turned 
inelastic, arc ready to become elastic-down¬ 
ward. A wage-rate increase is not likely to 
prevent these trends from continuing. 

But what of the argument that (<*) the full- 
employment condition achieved near the end 
of the upswing is one of disequilibrium and 
cannot be held; (£) full-employment can only 
be held if planned saving is just equal to 
(instead of larger than) investment; (c) under 
the present distribution of income the pro¬ 
pensity to consume is such that planned saving 
exceeds investment at that level of national 
income which is required for full employment; 
00 therefore, when full employment is reached 
during the upswing, there should be a re¬ 
distribution of income sufficient to maintain 
the full employment; and (0 thc w *>[ t0 re ‘ 
distribute income and raise the PC curve 
sufficiently is to have a general wage-rate 
increase? This argument may be perfectly valid 
up to point 0). But, as we have )ust seen a 
general wage-rate increase at such a t,r ? c 
likely to have unfavorable effects ° nb “ s ' ne 
activity. AnJ it is possible to redistribute 
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income by ocher measures (such as the pro¬ 
gressive income tax) which are likely to have 
a much less unfavorable effect on the level of 
business activity. 

The above discussion suggests that (.j) there 
are certain times during the cycle when wage- 
rate decreases as well as increases would be 
relatively favorable to the increase of employ¬ 
ment; and (£) there are certain other times 
when wage-rate changes would have un¬ 
favorable effects on employment. It would be a 
mistake, however, to believe either ( a ) that 
economists are in general agreement about 
these probable effects; or (£) that any one- 
private economist or government official—can 
be sure he is right about the effects of wage- 
rate changes. In short, general wage-rate 
changes are a double-edged weapon, affecting 
both costs and product-demand curves; and 
there can be no assurance about the effects of 
wage-rate changes on the level of employment 
because no one can predict how the resulting 
cost and demand changes will influence expec¬ 
tations. 

Because of these things, a third point of view 
on government wage-rate policy has arisen: 
The best wage-rate policy is one that holds the 
general level of wage rates stable during both 
upswing and downswing, at the same time that 
government undertakes to control the level of 
employment by fiscal and monetary measures. 
(Note that only the "general level" of rates 
would be held rigid; the rates in particular 
industries and firms would be allowed to 
fluctuate in any direction, in response to chang¬ 
ing conditions of demand and technology in 
these industries and firms, so as not to interfere 
with proper resource-allocation.) This argu¬ 
ment is of course diametrically the opposite of 
the argument that complete wage (as well as 
other price) flexibility is necessary for a 
smoothly functioning, stable economy of high 
resource-utilization. 

The difference between the arguments lies in 
the nature of the arguers' assumptions: The 
proponent of flexibility assumes, sometimes 
unconsciously, the conditions of a stationary 
or smoothly progressive economy, namely those 
involved in a stabilizing monetary effect— 
inelastic or unit-elastic price expectations of 
non-banking firms and households plus a con¬ 
stant quantity of money. In other words, this 


argument assumes away the very dynamic 
variables that are so important to a determi¬ 
nation of proper wage policy: variability of 
bankers’ expectations, which affect the quan¬ 
tity of money, and variability in the expecta¬ 
tions of households and non-banking firms. 
These variables arc fully recognized by the 
proponents of wage stability, who argue that 
a stable general wage-rate level would have 
the same effect as the former free gold stand¬ 
ard had: It would tend to stabilize price ex¬ 
pectations. It would facilitate among firms 
the substitution and scale effects that are 
necessary from the resource-allocation stand¬ 
point when the relationships among various 
product and factor-service prices change; it 
would do this because the price of labor has 
relationships with practically all other eco¬ 
nomic goods. But from the standpoint of 
resource-utilization it is stated that a stable 
wage-rate level would tend to prevent general 
upward or downward swoops in prices as a 
whole. 

The proponents of this policy recognize that 
general stability of an average of wage rates is 
not enough by itself to achieve full employ¬ 
ment; a stable level of employment might be 
effected at considerably less than full resource- 
utilization. This is why monetary and fiscal 
management is recommended as an accom¬ 
paniment; the government should always rry 
for what we have called a stabilizing monetary 
effect. 

But then the question arises, Why bother 
with general wage rate rigidity if monetary 
and fiscal measures aimed at full utilization arc 
to be used anyway? The argument answers: be¬ 
cause the general wage-rate stability would be 
of considerable help. It would greatly facilitate 
the substitution and scale effects necessary for 
full employment and economic balance. It 
would lessen the amount of monetary manage¬ 
ment needed. 

Persuasive as this argument may be, it 
appears to overlook ( 1 ) the fact of monopolis¬ 
tic price rigidity in other segments of the 
American economy; and (2) the fact that wage- 
rate changes in particular firms and industries 
now tend to follow national patterns upward 
or downward. If other prices are held "sticky” 
by private industries without particular rela¬ 
tion to wage rates or national policy, there is 
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no guarantee that general, related price stability 
would exist. The government would have to 
enforce price flexibility in all other prices or 
regulate all other prices rigidly so that proper 
relationships among the prices would prevail. 
In either case a very large amount of govern¬ 
ment interference would be involved. So far as 
the wage-pattern tendency is concerned, if the 
government tried to hold stable the general 
wage-rate level, it would, under American 
conditions, have to start with a particular big 
■public-interest" industry. This pattern would 
then presumably be followed by other indus¬ 
tries. But in this case, what becomes of the 
particular-firm-and-industry flexibility of wage 
rates needed for proper resource-allocation? 
The government would have to enforce such 
flexibility along with general wage-rate rigid¬ 
ity; here again a very large measure of public 
control would seem necessary. 

We arc thus forced to conclude that, without 
rational approval by the citizens of such a 
large measure of government control, wage- 
rate policy of any sort offers a very uncertain 
way of regulating the business cycle. If a 
policy of general wage-rate stability were 
politically feasible, it would appear to have 
considerable validity for a dynamic economy, 
provided it were supplemented by monetary 
and fiscal measures. 

We should not leave the matter of wage 
policy without commenting on the ^uaranutd 
annual way. This term means that a firm 
promises either to pay to all or a substantial 
fraction of its employees annual minimum wage 
incomes for a given twelve-month period or, 
what amounts to the same thing, to provide a 
minimum period (number of hours) of em¬ 
ployment during a year at the workers' given 
hourly wage rates. There were about two 
hundred firms having formal plans in 1948. 
More than half of these were small, having 
fewer than 100 employees. Less than one per¬ 
cent of the nation's work force was covered by 
such plans. The great majority of plans were in 
firms manufacturing non-durable consumer 
goods for which the price-demand and the 
income-demand curves were relatively inelas¬ 
tic; in other words, most plans were found 
among firms where the conditions affecting 
product-demand made for relatively steady 


and high-level employment in the absence of 
any guarantee. A few of the plans covered 
practically all the employees, but most plans 
limited coverage to workers of specified lengths 
of service with the firms. Some firms guaranteed 
to covered employees annual wages equal to 
52 weeks' pay, but most promised to pay only 
some major fraction of each covered worker’s 
full-time annual compensation. A few of the 
plans had been bargained with unions; here in 
the economic sense conditions were essentially 
like those previously discussed for Monopia 
and America with respect to the wage-rate- 
plus-employmcnt bargain of bilateral monop¬ 
oly. National prominence was given to guar¬ 
anteed annual wages in large dispute cases 
brought before the National War Labor Board 
in 1944 by certain C.I.O. unions. The Board, in 
refusing to make such wages a part of its wage- 
stabilization policy, induced the President to 
have a study made of the problem, which was 
later made public. 

Our interest here is in the question, Would 
the introduction of guaranteed annual wage 
plans by all firms, each plan running for a 12- 
month period, be an effective anti-depression 
measure? Let us assume thateach firm guarantees 
annual full-time pay to a percentage of its 
work force which is determined by its average 
amount of employment in the highest and 
lowest years of the previous business cycle. If 
the program is then put into effect among all 
firms at a time when actual employment is the 
same as or higher than that provided under the 
guarantee, it will obviously mean no change 
in output, employment, or wage outlay (if 
we assume no change in workers' efficiency). 
But let us assume that for some reason total 
consumption and investment spending then 
fall off and product-demand curves shift left¬ 
ward so that, if it were not for the guarantees, 
the total wage outlay of the firms would 
decrease. In other words, after output, employ¬ 
ment, and the level of product prices have 
started to fall, the guarantees put a floor 
under the decline of total wage income during 
the remainder of the period. The level of wage 
rates Vtr hour is fixed during this period. Firms 
do not have to maintain employment and out¬ 
put; but they do have to pay for a certain 
aggregate of labor hours whether or not these 
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hours are used. Our question then is. Do the 
rigid hourly wage rates and the minimum total 
wage outlay retard or end the downswing in 
output, employment, and non-wage prices, do 
they promote recovery, or do they worsen 
matters? Does total spending (consumption 
and investment) hold, increase, or decline still 
more? What will be the probable relations 
between the product-demand curves facing 
firms and the firms' cost curves? 

It is dear that the guarantee of wage income 
tends to put a brake on the decline in total 
consumption spending for the remainder of the 
period, unless the price expectations of work¬ 
ers’ households are downward-elastic. But 
even if the workers* expectations were of this 
sort, it is unlikely that they would curtail 
purchases much; their incomes are not far 
enough above subsistence to permit much 
postponement of spending. If workers* spend¬ 
ing holds and household-contract-savers' 
spending holds (as it is likely to because theirs 
also is a fixed outlay-income in the short 
period), then most of the consumption spend¬ 
ing stays at the level reached when the wage 
guarantees take effect. The consumption spend¬ 
ing of the relatively small remaining group, 
the houschold-firm-owners (equity savers) 
will depend on what happens further to firms' 
profits; let us hold this matter in abeyance for 
the moment. Thus there is at least a consider¬ 
able retardation in the decline of consumption 
spending. 

Consider now the investment spending of 
firms when the wage guarantees begin to 

bite." Whether or not this crucial investment 
item continues to decline depends on the firms' 
expectations. Although wc cannot be certain 
about this matter, it is unlikely that the 
expectations will be elastic downward, in view 
of the rigidity of hourly wage rates and in view 
of the effcccs of the retardation of leftward 
shifts in product-demand curves. Expectations 
ue at worst likely to be unit-clastic. Firms are 
f hus likely to use the amount of labor indi¬ 
cated by their fixed wage outlays. This means 
that output scops declining. 

The arresting of the decline in investment 
spending plus the arresting of the decline in the 
consumption spending of worker-households 
and rentier (contract-saver) households is 


likely to stop the left-shifting of product- 
demand curves in relation to firms' cost curves.- 
Output, employment, and the level of product 
prices tend to hold; and the decline in profits or 
the increase in losses is stopped. As a result the 
incomes of firm-owning households cease fall¬ 
ing, and their consumption spending holds 
also. 

So with the expectations of households and 
firms (including banks) no worse than unit- 
elastic, the universal introduction of guaran¬ 
teed annual wage plans tends to stop a decline 
in total consumption and investment spending 
and to introduce stability into the economic 
system. In the case just analyzed the plans 
cannot, because of the recent ’saturation*' of 
innovations and the demand for new capital 
goods, bring the economy back to a state of 
full resource-utilization unless expectations 
turn elastic-upward and stimulate a new round 
of innovations and capital improvements, 
which is most unlikely. But, apart from 
political considerations, it does appear that 
guaranteed annual wages have a stabilizing 
effect, combining rigidity of wage rates with 
stability of spending. 

So much for what is likely to occur during 
the first year of a wage-guarantee program. 
What happens next depends on the ability of 
unions to bargain the new wage rate and the 
new amount of wage guarantee; on whether, 
in maintaining the guarantees, the firm- 
owners have to accumulate inventories of 
products and take losses or lowered profits; on 
the firms' bargaining abilities; and on what the 
government, if it takes a hand, recommends or 
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requires on these items. It is not very likely 
that, unless other conditions make for a more 
certainly expected, higher level of business 
activity during the next period, higher wage 
rates or guarantees will be adopted. It is even 
very possible that in the next period employ¬ 
ment and output will decline. 

Although guaranteed annual wages may 
well operate to retard a decline in the extent 
of resource-utilization and to reduce cyclical 
fluctuations in utilization, they do not appear 
to be a sure way of increasing employment to 
the ‘’full" level. They may introduce more 
income and cost certainty into the business 
picture, but in the absence of other measures 
they cannot guarantee that the positions of 
product-demand curves will be profitable ones 
for firms. In this respect they are as much of a 
"bootstrap" operation, with as doubtful 
results, as mere increases in wage rates. 

There should also be borne in mind the 
possibility that, unless other proper measures 
are taken, the guarantees may be detrimental 
to proper resource allocation. If the guarantee 
for each worker is effective only in the plant 
where he is employed when the plan starts to 
operate, it is clear that, unless business is 
above the guarantee level and the workers 
expect it to continue so, the workers will be 
afraid to move from their present places of 
employment to any others where the wage 
rates and other terms would ordinarily be more 
attractive. Usually, when the demand curve 
for one firm's product shifts right and the 
curve for some other firm's product shifts left, 
wage rates tend to rise in the first firm and fall 
in the second; and workers tend to move from 
the second to the first, thus helping to provide 
the allocation of resources ordered by the 
shift in households' dollar-voting. Guaranteed 
annual wage plans would tend to prevent or at 
least delay for twelve months such desirable 
mobility—unless there were a universal intcr- 
firm agreement to take over the guarantees of 
workers coming from other firms. In practice 
such an arrangement would appear very 
difficult to administer, especially because of its 
conflict with the seniority plans obtained by 
unions within each firm, under which promo¬ 
tions and other preferments for the employees 
within each firm tend to be based on the 
length of employment in the particular firm. 


Here again we see the conflict between security 
and free movement. 

(iii) Flexible anti-depression and anti-inflation 
measures versus long-range plans for re-distributing 
income. From all the above discussion of vari¬ 
ous measures which can be used to bolster total 
consumption spending when deflation threat¬ 
ens and to restrict such spending when inflation 
threatens, the following thoughts emerge: 
Since the great bulk of consumption spending 
is done by "the masses" of low-income house¬ 
holds (and the great bulk of saving is done by 
the wealthier households), the way to help 
avoid depressions is to subsidize the poor and 
"soak" the rich; and the way to help fight 
price inflation, after full employment, is to 
"soak" the poor and "lay off" the rich. But 
such a program involves a cyclical variation in 
re-distributing the national income and, in 
effect, relegates income distribution as well as 
over-all resource allocation to secondary roles. 

Now if a less unequal income distribution 
and an optimum allocation of resources, on the 
one hand, had to be an alternative to full 
resource-utilization, on the other hand, there 
can be little doubt that the latter should be 
chosen, for the loss in total want-satisfaction 
from unemployment is doubtless greater than 
the losses from misallocation and unequal 
distribution. But they arc not necessarily 


alternatives. 

There seems to be a way out of the above 
Jilemma. Rational government, applying the 
:conomic principles outlined in the latter part 
af Chapter 41, would appear to do best by 
'shooting" for long-range goals of income 
distribution and resource-allocation, leaving 
full resource-utilization to be attained and 
held by across-the-board measures (such as tax 
remission, public works, etc.) which inter¬ 
fere as little as possible with the other long- 
range goals. If main reliance for full em¬ 
ployment is to be placed on adequate private 
consumption spending, the long-range income 
distribution to be sought would be one which 
provides the propcnsity-to-consume neccssan 
for full employment, i.e., the propensity to 
consume at which planned saving is equal to 
full-employment investment. 

(c) Measures Concerned Mainly with the Pr 
J, Inratmrn, Spouti-l of Firm,. Inasmuch as 
wage policy impinges on both consumpt. 
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spending and investment-spending, the dis¬ 
cussion above provides a good bridge between 
our analysis of measures dealing mainly with 
households’ consumption-spending and the 
analysis below of measures dealing mainly 
with the total investment-spending of firms. 
It should be remembered, of course, that any 
measure dealing mainly with consumption¬ 
spending also has some effect on investment¬ 
spending, because the positions and elasticities 
of firms' demand curves for factors and factor 
services are affected by what happens to house¬ 
holds’ demand curves for products. But the 
matters considered below have a direct impact 
on investment-spending through their in¬ 
fluence on the positions and elasticities of 
firms’ cost curves. 

F or firms as a whole to increase their invest¬ 
ment-spending, they must expect marginal 
costs to fall relative to marginal revenues (or, 
from the input standpoint, marginal outlays 
must be expected to fall relative to marginal 
revenue products). A decrease in total invest¬ 
ment requires the opposite kind of expecta¬ 
tions. The main items of cost or outlay that 
government is in a position to influence arc 
wage rates (whose relation to investment- 
spending has already been considered), interest 
rates, and taxes. Accordingly the measures 
discussed below will be subsumed under the 
headings ( 1 ) the quantity of money available 
to be borrowed for investment at various 
interest rates; and ( 2 ) taxation. 

(i) Money and the interest rate. As we know 
from previous discussions, if the (negative) 
investment-demand curve for loan funds is 
given, a rightward shift of the (positive) loan- 
funds supply curve (i.e., an increase in the 
quantity of loan-money available at any 
interest rate) tends to lower the interest rate; 
and a leftward shift tends to raise it. A lower 
interest rate then tends to increase the amount 
of investment, a higher rate to diminish it 
(.recall Chart 77, page 463). Our interest here 
is in what the government might do and is now 
able to do to increase (and decrease) the 
quantity of funds available for lending and to 
increase (and decrease) the attractiveness of 
investment-borrowing by lowering (and rais- 
ing) the interest rate to firms. 

All our study in Chapter 38 of the com- 
mercial banking system and of central-bank 


and monetary controls (the Federal Reserve 
System and the Treasury Department.) is 
relevant here. We recall that (1) the amount by 
which the banking system as a whole can 
increase the quantity of demand deposits 
depends on the amount of the banks' excess 
reserves; (2) the measures whereby the Federal 
Reserve Banks can cause the excess reserves of 
member banks to increase or decrease include 
00 open market buying or selling of govern¬ 
ment securities, (£) lowering or raising the 
re-discount (interest) rate, and (r) lowering 
or raising the ratio of reserves to demand 
deposits; (3) these measures have been more 
effective in limiting credit expansion during 
inflation periods than in promoting it during 
depression periods; and (4) the effective 
application of these measures has been limited 
in recent years because (a) the Treasury now 
dominates monetary policy, (A) the govern¬ 
ment financed its participation in World War II 
by selling its new securities to the banks (whose 
assets arc now heavily weighted with these 
securities) and because the assets of so many 
individuals, non-commercial-banking finan¬ 
cial institutions (such as insurance companies), 
and other firms arc made up of long-term 
securities, the Treasury is itself dominated by 
the need for preserving the present valuation of 
these assets through keeping the interest rate 
low, and (r) the commercial-lending function 
of the banks has become somewhat less impor¬ 
tant since 1920 because of the growing tendency 
of firms to save (hold cash) and finance their 
own short-term (and long-term) needs. In 
other words, central-banking methods are not 
now as effective as they might otherwise be 
for limiting or encouraging bank-credit expan¬ 
sion and money creation and for raising or 
lowering the short-term and long-term rates of 
interest to firms. 

We recall also that, with gold flowing to the 
government from abroad or from domestic 
mines, the Treasury has the power to increase 
the quantity of money (via the Reserve Banks) 
by the issuance of gold certificates against the 
gold. The Treasury is also able to '‘sterilize’' 
the gold by not issuing certificates. Most 
important of all, as during World War II, the 
Treasury can cause money to be created by 
borrowing from (selling new securities to) the 
banking system, which creates demand de- 
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posits co the government’s account. But the 
Treasury may often hesitate (because of the 
above-mentioned consequences) to destroy 
(reduce the quantity of) money or to have it 
destroyed by the banking system through the 
sale of existing government securities. 

As a consequence of all this, we find the 
government's ability to facilitate business 
expansion and investment spending is very 
great —provided that, as from 1940 to 1948, 
the price expectations of firms and households 
are favorable. But with such expectations plus 
a high degree of liquidity among firms' assets, 
a sizeable expansion could develop even with¬ 
out government encouragement. And without 
such expectations among banks and other 
firms the government would find it hard to 
increase private investment spending. 

It should be noted again that, in view of the 
evidence adduced by various researches and on 
the basis of experience, it is firms' expectations 
about the net MRP of new investment which 
are decisive in determining whether or not 
total investment spending will increase in 
America. These expectations are reflected in the 
position of the investment (/) curve in a 
diagram such as those in Charts 77A, B (Chap¬ 
ter 24). Favorable expectations tend to shift 
the curve rightward, unfavorable ones left¬ 
ward. The rate of interest, we recall, is set by 
the intersection of the / + CP (demand for 
additional cash balances) curve with the 
AI -f S (additional quantity of money plus 
planned savings) curve, in terms of Chart A, 
or by the intersection of the / curve with the 
AI 4- S - CP curve, in terms of Chart B. In 
other words, the interest rate depends on other 
variables as well as on the investment demand 
for loan funds. Now the importance of the 
investment-expectations may be seen from the 
fact that, when the / curve moves far to the 
right, indicating very favorable expectations, 
there may be new investment even though the 
interest rate may be high. And when the 
l curve is far to the left, indicating very un¬ 
favorable expectations, the interest rate could 
go even to the zero mark without stimulating 
firms to net-invest. This means that, with 
unfavorable investment expectations on the 
demand side, any effort by government to 
lower the interest rate by increasing the 
quantity of money (M), or by decreasing 


the demand for cash balances, may be in¬ 
effective. 


Nevertheless, government efforts to retard 
private investment (mainly by lowering the 
quantity of money) seem to have more chance 
of success than efforts to stimulate investment 
by lowering the interest rate. Experience sug¬ 
gests that a substantial rise in the interest 
rate has in past decades caused firms to curtail 
investment spending. Such a measure, how¬ 
ever, seems less available now than before the 
war, in view of the circumstances already 
mentioned. And even if it were available, its 
influence might be considerably less than 
formerly insofar as firms had not exhausted 


their own financial resources. 

Now let us assume that the way is open for 
monetary reforms. What measures have been 
suggested? One that has had a respectable 
following among economists is the so-called 
"100 Percent Reserve" or TOO Percent 
Money” plan. Under this proposal (it has 
several variants) the banks—instead of operat¬ 
ing, as in the past, with reserves that need be 
only a minor fraction of demand deposits— 
would be required to keep reserves that are 
100 percent of deposits. The banking system 
would then lose its credit-expansion power, 
which, as we know, supports a large rise in the 
quantity of money (Al) during booms and a 
large fall during downswings. Bank failures 
arising from over-expansion and "runs” would 
be avoided. In short, the banks would receive 
demand and time deposits from households and 
would not be able to lend these to firms be¬ 
cause of the 100 percent reserves required. The 
100 percent reserves could be all cash or partly 
cash and the remainder government securities. 
Banks could be compensated for the loss of 
earning capacity by subsidies from the govern¬ 
ment or by making much higher service 
charges for checking-account privileges or by 
acting (and being paid) as brokers between 
firms needing loans and households having 
cash savings in excess of the amounts they 
wish to deposit with the banks to cover their 
transaction needs. The plan would start by the 
government s giving or lend.ng to the: banks 
enough currency to make up the difference 
between present reserves and deposits ou- 
standing. Increases or decreases in the ? 

of money could, if desired, be obtained outside 
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the banking system through the printing and 
issue of new money or through the retirement 
of money by the Treasury. 

This measure would be successfully counter¬ 
cyclical insofar as booms and depressions 
result from changes in A1 through changes in 
bankers' expectations. It would in a sense 
"sterilize" bankers' expectations. But other 
firms' and households' expectations could still 
fluctuate, causing changes in the demand for 
cash balances, i.e., changes in V (velocity of 
spending money). However, the latter fact is 
no argument against the plan, for non-bankers' 
expectations arc very potent under existing 
monetary arrangements. The main obstacle to 
adoption of the plan is the great change that 
would be required in the practices and habits 
of banks and of the firms which still depend on 
banks for financing investment. 

The 100 Percent Reserve plan has been 
espoused mainly by those who arc concerned 
with severe changes in the general price level. 
(Price stabilization is generally to be thought 
of as a by-product of resource-utilization 
stabilization rather than as an end in itself. 
But this distinction is not very significant; for, 
so far as the business cycle is concerned, the 
price level moves upward or downward pretty 
much with increases and decreases in employ¬ 
ment.) So also is another proposal, the Com¬ 
modity Reserve plan. This measure also is far 
from being in the crackpot class; but, as will 
be surmised after we describe it, it appears to 
possess too much novelty to earn widespread 
political support. 

Under the Commodity Reserve plan a Com¬ 
modity Reserve Corporation would be estab- 
lished as a part of the Federal Reserve System. 
XV ,cJl fun ^s loaned to it by the System, the 
corporation would buy up and store in ware¬ 
houses (at a time when general inflation is not 
imminent) large quantities of certain staple, 
non-perishable commodities (like wheat, corn, 
cotton, wool, rubber, sugar, tobacco, petro- 
leum coal, wood-pulp, pig iron, and copper) 
which serve as raw materials in the production 
of a great many products. This group of goods 
would be created as a composite commodity; 
one of the main objectives of the plan would be 
10 stabilize the price level of the commodities 
as a group, at the same time that the compo¬ 
nents individual prices would be allowed to 


move freely in relation to each other. If the 
price of (say) wheat were to rise, the prices of 
one or more other components would have to 
fall compensatingly; and vice versa, as will be 
shown. The CRC would designate what it 
considered a desirable price for the composite; 
and trading in the composite among private- 
firms and between them and government would 
take place through the buying and selling of 
bundles or groups of warehouse certificates, 
each separate certificate representing a certain 
number of units of one of the component com¬ 
modities. If the price of the composite com¬ 
modity were to fall significantly below the 
level chosen for stabilization, the CRC would 
enter the markets and buy the commodities 
involved, giving in payment to the private 
sellers deposit credits" which the sellers 
could take to their commercial banks and have 
credited to their accounts. In this way the 
quantity of money in the hands of private firms 
and households would be increased at the same 
time that the prices of the component com¬ 
modities as a whole (and those of related 
products including manufactured goods) would 
be raised or kept from falling farther. And if 
the composite price index were to rise, the 
CRC would sell the composite commodities 
out of its warehouse stocks, receiving from the 
private buyers their cash or their checks on 
commercial banks. Here too a double effect 
would tend to follow: lowering of the compos¬ 
ite price and reduction of the quantity of 
money. Thus the stabilization of the composite 
price and the stabilization of total spending 
would tend to result from the operation of the 
plan. 

From the secular standpoint, i.e., under con¬ 
ditions of technological progress, under which 
the costs of producing the commodities might 
fall considerably, price stabilization could of 
course be achieved only by the creation of 
large amounts of additional money or purchas¬ 
ing power. 

It is clear that the basic idea behind this 
proposal is the same as the one behind the 
tying of money to a single commodity like 
go d. Instead of a rigid or fixed price of free 
gold there would be a rigid price of the compos¬ 
ite commodity. And as with these other pro¬ 
grams, the success of this one would in the 
last analysis depend on its effect on expecta- 
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lions. If expectations persisted in being elastic 
upward or downward, it would be hard to 
keep the composite market price from rising 
or falling. However, the chances are good that 
the operation of the CRC would prevent 
expectations from becoming elastic if the buy¬ 
ing and selling were vigorous and timely (but 
see the further discussion below). 

It should also be carefully noted that the 
Commodity Reserve Plan provides what is 
in effect an interest-free way of providing 
investment funds for firms (when the CRC 
buys the commodities from them). In this 
feature lies one of the strong arguments for 
the plan. 

Another argument in its favor lies in the 
superiority, for stabilization purposes, of a 
group of commodities, used widely in manu¬ 
facturing and trade, to a single commodity 
like gold, which has limited industrial impor¬ 
tance. The supply and value of a single good 
such as gold can fluctuate considerably and 
inconveniently in terms of other commodities; 
its price is stable, but the others prices may 
fluctuate. Furthermore, it has few substitute 
relationships with other commodities in 
industry. The reverse is true, to a large extent, 
of a composite commodity like the one 
envisaged in the plan. 

It must not be supposed that the plan is 
• foolproof." Under certain conditions the 
anti-deflation and anti-inflation influences 
might be overwhelmed. Suppose that, as a 
business downswing gets under way, the CRC 
puts money into circulation by buying the 
commodities, but the money is used to buy 
securities instead. The rate of interest would 
fall. This could stimulate investment and balk 
the downswing. But if investment expectations 
were significantly unfavorable, the lowered 
interest rate would have no effect. So long as 
these expectations held, the CRC could con¬ 
tinue to pour out money and fill its warehouses 
to bursting without stemming the deflation. 
Now suppose that strong inflationary forces 
exist The CRC sells some of its warehouse 
stocks of the composite commodity in order 
to suck up money. Firms might even sell their 
holdings of securities to obtain money to buy 
ihe commodities at their relatively low official 
prices, thus raising the interest rate. But if the 
inflationary conditions (such as those develop¬ 


ing out of a big defense program) were per¬ 
sistently strong enough, the CRC's reserve 
stocks of the chosen commodities might be 
completely drained out. The situation would 
then be comparable to a country's loss of 
gold reserves. 

Thus, we see that the plan is not a complete 
prescription for full-employment economic 
stability, although its merits are many. 
Prevailing expectations, as always, would 
determine its fate. But one of the strongest 
features of the plan is that in itself it would 
tend to stabilize expectations. 

(ii) Taxation of firms. Now let us consider 
the amount and structure of taxes from the 
standpoint of preventing deflationary declines 
or inflationary increases in investment spending 
during business cycles. As pointed out in our 
discussion of the disutilities of various kinds of 
taxes (Chapter 42), taxes on the profits of 
corporations and taxes on households’ incomes 
derived from such profits may, if high enough, 
discourage investment spending in general and 
economic adventure among the riskier enter¬ 
prises in particular. They may also upset an 
optimum relationship between consumption 
and saving. And they may cause corporations 
to finance themselves through issuing bonds 
rather than stocks, thus subjecting firms to 
higher fixed costs. Taxes on the income- 
yielding sources themselves (property taxes) 
may have similar effects. 

In order to stimulate investment-spending 
the following proposals have frequently been 
made: first , abolish the corporation income 
tax and have the stockholders pay taxes on 
their equity earnings via the personal income 
tax. This measure would avoid the double 
taxation which stockholders must now pay on 
most of the corporate profits (their equity 
earnings are taxed at the source under the 


corporation income tax 


and the remainder of 


the earnings after taxes, if distributed as 
dividends, is taxed under the personal income 
tax). However, to the extent that corporation 
profits are retained in surplus or reserves or are 
used for net investment, they are not paid out 
as dividends, and no personal income tax would 
be paid on them, at least in that: year. There- 
fore a uand proposal is to abolish the cor¬ 
poration income tax as such and to collect 
personal income taxes from stockholders on 
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corporate profits in the form of withholding- 
taxes, in the same way that withholding-taxes 
are now collected at the source on personal 
incomes from labor services. This proposal 
takes care of the objection to the first measure 
and provides a quick, sure way of obtaining 
personal income taxes. 

A third proposal is to leave the corporation 
income tax in existence but to give the stock¬ 
holders credits for the corporation tax pay¬ 
ments when they pay their personal income 
taxes. This measure is open to the same main 
objection as the first. Fourth , if the corporation 
tax is retained (and even if the duplications 
with personal income taxes are avoided), 
allow, to a greater extent than at present, the 
losses of previous years to be credited against 
the profits of this year before taxes need be 
paid. The aim of this measure is to encourage 
adventurous investment in risky enterprises 
that may be fundamentally sound but require 
a number of years before development brings 
the reward of high profits; these high profits 
should not be taxed until the lean years have 
been allowed for. Fifth, the same proposal 
would apply to the dividends of stockholders 
under the personal income tax in case the 
corporation income tax were abolished as 
such. Sixth , in the effort to raise the propensity 
to consume by making the pcrsonal-income- 
tax-ratc structure a progressive one, do not 
raise the rates on large incomes so high that 
the purchase of new securities in risky ventures 
is discouraged. Seventh , abolish the various 
forms of the property tax in order to prevent 
any discouragement to enterprise. Eighth , rely 
mainly, perhaps exclusively, on personal 
income and inheritance taxes for the govern¬ 
ment s tax revenues. It is claimed that, if 
adequate provision is allowed for dependent 
survivors, inheritance taxes may be steeply 
progressive without discouraging investment, 
the argument being that men work hard for 
many reasons (power, personal security, social 
esteem) other than the leaving of huge estates 
to heirs. 

It is evident that most of the above pro¬ 
posals, as stated, are pointed mainly to the 
secular or long-run encouragement of invest¬ 
ment spending. Nevertheless, they might be 
employed counter-cyclically if the tax rates 
could be changed fast enough to meet new 


conditions (and if, of course, accurate fore¬ 
casts could be had). And as a matter of fact a 
system composed entirely of personal income 
and inheritance taxes contains a good deal of 
built-in flexibility from the cyclical standpoint. 
For when money incomes arc high and when 
consumption and investment spending is high 
and tending to be inflationary, tax collections 
will automatically be high. The reverse will 
happen during business downswings and de¬ 
pressions. This result is exactly what the anti- 
cyclical doctor orders. 

(d) Government s Direct Spending at a Producer 
of Services, (i) Nature and effects. W’c come now 
to the third of the three items which together 
make up the total of spending or mcome-llow in 
the economy—the expenditure of funds by 
government as a producer of services. Note 
carefully our use of the word ■producer.’' It is 
used because the spending by government 
considered here must be made in government’s 
capacity as an employer of productive factors 
which are producing utilities for the economy’s 
households. Thus, a government payment to an 
unemployed person for digging holes and 
filling them up again is only a subsidy to 
private consumption spending; it is not the 
same as a wage payment for something of 
value produced by, say, a government typist, 
statistical clerk, or administrator. Ordinarily, 
since the products produced by government- 
such as public works, police protection, 
sanitation, etc.,—are not sold and valued in 
markets, we measure the government's direct 
contribution to material income by summing 
the payments to the owners of the productive 
factors and final products (such as typewriters) 
used in creating the products of government. 
W henever funds in the possession of the govern¬ 
ment are used for purposes other than the direct 
buying of final products and services, they 
arc not part of government spending as we have 
dchned it; they are either transfer payments , 
whereby the government collects tax funds 
from one group of citizens for relief or pension 
or other payments to other citizens, or they 
are subsidies of some sort from government- 
created money. These latter payments by 
government have already been considered in 
our discussion of government s relation to 
private spending. 

Let us be quite clear about the difference 
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TABLE Relation of Government to Total Spending 

72 



Totol 

Totol Net 

Government 

Total Net 


Consumption 

Investment 



Spending 


Spending by 

Spending 

Revenue from 

Spending 

in the 


Households 

by Firms 

Toxotion 

Economy 

1 

2 

3 

4 

5 

6 

1. No government revenue or spending 

90 

10 

— 


100 

2. With pertonol income fox 

80 

10 

10 

10 

100 

3. Ditto, no net investment by firms 

80 

0 

10 

10 

90 

V 1A 

4. Ditto, lorger net investment by firms 

80 

20 

10 

10 

1 lU 

5. Some os line 3. but with government deficit 

80(90) 

0 

10(0) 

20(10) 

100 

6. Some os line 4. but with government surplus 

80(70) 

20 

10(20) 

0(10) 

100 


between government spending as here defined 
and total government outlay. The latter figure 
during any period is the larger; it includes 
government spending plus transfer payments 
plus subsidies out of newly created money. 
But, as used here, "government spending" 
involves the creation, as by a private employer- 
firm, of a part of the economy’s real income 
stream (gross or net real national product). 
Suppose that the government has obtained ten 
billion dollars. It may use this to supplement 
private spending or it may spend the funds pro¬ 
ductively itself. As an example of the first use, 
imagine that the Treasury were simply to open 
the windows of its building and dump 
baskets of paper money to crowds of scrambling 
people below. We show the amount, then, 
as private consumption spending. As an exam¬ 
ple of the second use, assume that the govern¬ 
ment believes it is best to have "something to 
show for” the outpouring of funds, whether 
that "something” is a super-dam, a network 
of super-highways, a harbor, improved public 
health, low-cost apartments in place of slum 
dwellings, crime suppression, or whatnot. We 
now show the amount as government spending. 

To be sure, whichever way the government 
uses the funds, there may well be multiplier 
effects on the national income of subsequent 
periods. But private spending, either on 
consumption or on net investment, also has 
such effects. We include the first use under 
private consumption spending and the mu t.- 
plier effects are just the same as if we labeled 
it government spending. 


In order to visualize the relation between 
government spending, the two kinds of private 
spending, and total spending (gross or net) 
on final products and services in the economy 
as a whole, let us look at the illustrative data 
in Table 72. Let us assume that a total amount 
of spending equal to 100, from all sources, 
represents the quantity needed for full resource- 
utilization. In line 1 wc assume complete 
absence of government activity; there are no 
taxes and there is no government expenditure. 
Total household spending on consumption is 
90 and firms’ net investment spending is 10; 
the total provides the amount needed for full 
employment. In line 2 government is active. 
It reduces households’ spending to 80 by 
collecting taxes equal to 10, which it then 
spends itself productively. With firms again 
net-investing 10, the full-employment total of 
100 is reached. There has merely been a shift of 
spending from households to government, with 
no change in resource-utilization (but un¬ 
doubtedly some change in total want-satisfac¬ 
tion because of a different allocation of 
resources and distribution of income). In lines 
3 and 4 we see government's fiscal role remain¬ 
ing unchanged. But because firms’ net invest¬ 
ment spending has, respectively, gone down 

zero and risen to 20, we find in line 3 a reduc 
cion in total spending to 90 (which means 
some unemployment of resources), an ' 
in line 4 an increase to 110 (which means a 
price inflation with no rise in real 
lines 5 and 6, government takes a hand to 
situations shown respectively in lines 3 ann 
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It shifts its own productive expenditure; and— 
most important—it alters the relationship 
between its revenues and its expenditures. In 
line 5, government runs a deficit. It still 
collects 10 in taxes; but it creates additional 
money to the amount of 10, making its spend¬ 
ing 20, with a deficit of 10. Then households' 
plus firms' plus government's spending 
(80 + 0 + 20) equals 100, the full-employ¬ 
ment amount. Note that the government 
could have had some other combination of 
revenue and spending, so long as the deficit 
remained 10. We show one other combination 
by line 5’s figures in parentheses. In order to 
increase private consumption spending to 90, 
the government collects no taxes and keeps 
its own spending at the former level of 10. In 
line 6, the government "fights inflation" by 
running a surplus of 10. With firms' raising 
their net investment spending by 10, govern¬ 
ment eliminates its own spending of the 
identical amount, keeping taxes at 10, as usual. 
The total spending adds, then, only to the 
proper amount. The figures in parentheses 
show one out of many other possible ways of 
handling the inflationary pressure: Govern¬ 
ment could have raised taxes to 20, keeping 
its own spending at the usual level. This 
step would wipe out 10 of the household 
expenditure. 

(ii) " Pump-priming ' by government. Thus we 
see, in over-simple fashion to be sure, how 
government spending and its relation to tax 
revenue can be used to help the economy attain 
full-resource utilization without inflation. 
We must also consider here, however, some 
real-life possibilities that our discussion above 
ignored. The spending of government, particu¬ 
larly the changes in such spending, may 
affect the amount of further private consump¬ 
tion and investment spending, the sizes of the 
next periods' national incomes, and the degrees 
of resource-utilization to an extent consider¬ 
ably less or more than that to be expected 
from the mechanical application of a proper 
multiplier. This is because one can never be 
certain about the effect of government spending 
on the expectations of firms and households. 
Private spending might be lowered rather than 
raised by an increase in government spending 
if people were afraid of "that man in the 
White House.” On the other hand, govern¬ 


ment action might well instill confidence and 
optimism into the minds of households and 
firms previously almost paralyzed with fear. 

The idea that government might start the 
economy out of depression and set it on the 
path to full employment, without itself 
spenJing the full amount of the "deflationary 
gap," was broached in America several decades 
ago. It paraded under the phrase of "planned 
public works," and sought justification under 
the slogan of "pump-priming." The proposal 
was that the federal government (and the 
state and local governments, under stimulation 
of the federal government) should have file 
cabinets full of blue prints for all sorts of 
public construction projects. If a downswing 
were forecast, a number of these would be 
started, financed by the creation of new money 
through banks or printing presses. Or if the 
program were begun during an existing 
depression, there would be a larger increase in 
total government spending on such projects. 
In short, the amount of the new government 
spending would depend on how far the down¬ 
swing had progressed or how deep the depres¬ 
sion already was. In either case, it was argued, 
the fact that the government was giving large 
orders for steel, cement, etc., would stimulate 
business confidence and induce a considerable 
increase in spending by private firms. The 
private sector could then proceed under its 
own steam, without further government help. 
It was doubtless this sort of notion which 
limited Congressional appropriations for the 
federal Public Works Administration during 
the depressed 'thirties to about $3-3 billions, a 
figure much smaller than the gap between 
existing total spending and the amount of 
spending needed for full employment. 

We repeat, neither the multiplier formula 
nor the pump-priming idea can tell what will 
happen as a result of a rise in government 
spending. It is private expectations that are 
important, and they are usually an enigma. 

There are also certain practical difficulties. 
All the matters mentioned under "Problems" 
at the beginning of this chapter are applicable 
here. In addition there is a potent political 
obstacle to timing the introduction and the 
tapering-off of the pump-priming works. One 
way to get and keep votes is for a governor 
or mayor to become known as "big Bill the 
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Builder." Ic is a little hard to imagine a chief 
executive waiting for a depression to make 
monuments to himself and his party; and if 
the projects do happen to have been started 
during a depression, it is equally hard to 
imagine him stopping or tapering-off such 
politically desirable expenditure because infla¬ 
tion is threatening. 

(iii) The stagnation controversy. Following the 
great depression of 1929-1932, the failure of 
private net investment to materialize, even 
after government pump-priming, in an amount 
sulficient to bring the American economy back 
to full employment had a depressing effect on 
the thinking of many American economists. 
Out of the conditions of the thirties developed 
the so-called "economic-stagnation" or "eco¬ 
nomic-maturity" doctrine whose outstanding 
proponent was Professor Hansen of Harvard. 
(The decade of the 1930’s was indeed a period 
of chronic and considerable under-utilization 
of resources. Even in the best year, 1937, about 
8 million workers were unemployed, or close 
to 15 percent of the available labor force.) 
Briefly, the stagnation doctrine holds that in 
the nineteenth century the United States was 
a young, lusty economy in which, except for 
cyclical aberrations, the capital and labor 
resources grew rapidly (through importations 
of capital and through immigration from 
abroad and through net investment and 
population increase at home); full employ¬ 
ment of resources was the rule, except for 
cyclical movements; and real national product 
rose at rapid rates. But now, in the years of its 
maturity, the economy is likely to become one 
of chronic under-employment and of slow 
growth, if any, in size of real income—// the 
economy depends on private investment. In 
other words, unless government takes a hand, 
there is a strong tendency toward the existence 
of a more or less permanent deflationary gap, if 
this term is defined as the amount by which the 
planned savings that would exist under full 
employment exceed the private net investment 
actually found at a given time. 

There appear to be four mam reasons ad¬ 
vanced for the stagnation theory. These 
reasons must be thought of not as operating 
independently but interacting in economic 
conjunction to produce the chronic deflationary 
gap. First, the practical cessation of immigra¬ 


tion and the pronounced decline in population 
growth tend, it is said, to retard the secular 
increase in demand for products (i.e., in 
consumption spending). Decline in population 
growth also tends to decelerate the growth of 
the labor force, so that the net MRP of 
capital tends to fall unless its rate of accumula¬ 
tion slows down proportionately. Second, the 
world's productive regions have been settled. 
The geographic frontiers have passed. No 
longer are there richly endowed habitable 
areas inviting exploitation and promising rich 
rewards (under temporarily increasing returns) 
to the venturesome. Third, although the 
cumulation of scientific knowledge may well 
go on at an increasing rate, most of the new 
inventions, it is said, will not be capital-using, 
as were, for example, those connected with 
nineteenth-century railroad-building. Rather 
will they be capital-saving; that is, they will 
make possible increased outputs with smaller 
dollar investments in machines and equipment. 
Fourth, in spite of considerable upward shifts 
in the PC curve, which may be expected to 
happen over time in the future as in the past, 
the amounts of savings that would be planned 
out of full-employment money incomes are 
likely to exceed actual private investment, 
mainly because of the mounting importance 
of corporate saving, which is believed to be 
at least large enough by itself to finance both 
replacement and new investment. 

Thus the stagnation picture is one of cver- 
increasing potential output and employment 
(because of technological advances) together 
with chronic failure to realize the potentials 
because the inducements to private investment 
arc insufficient to absorb planned savings. And 
the policy recommendation follows auto¬ 
matically: Government must use a variety 
of measures either to stimulate private invest¬ 
ment or to reduce planned saving or to expand 
public investment (financed through budget 
deficits by demand-deposit or currency crea¬ 
tion). Main reliance is to be on public in¬ 
vestment. . . . 

All the measures discussed previously with 
respect to eliminating the depression phase o 
the business cycle are of course applicable to 
and are aimed at eliminating secular stagna 
tion and achieving long-run full resourcc- 
utilization. We need discuss these measures no 
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further and can confine our attention now to 
considering the arguments supporting the 
stagnation idea. First come some questions of 
fact, (a) No one can deny the decline in the 
rate of population growth or the disappearance 
of the American geographical "frontiers.” 
There may, however, be economic and tech¬ 
nological frontiers that offer equally inviting 
rewards to the investor. (A) There is little 
evidence thus far that inventions, when 
actually employed as innovations, are capital¬ 
saving rather than capital-using. From the 
economic standpoint, the inventions of today 
and yesterday must be compared as innovations , 
and this comparison focuses attention not only 
on whether a new capital good, uben installed , 
yields more output per dollar of investment 
than an old, obsolete one, but also on whether 
the new one took less capital to produce and 
install than the obsolete one. Atomic energy- 
release is a striking example: There could be no 
question that a peace-time machine operated 
by atomic power (assuming this to be possible) 
would be so economical of labor and materials 
that the output per dollar invested on such 
machines would be much greater than in 
machines run by old-fashioned power. But 
consider what an enormous capital investment 
is required to make atomic energy available 
for thenew machines, (c) There is little evidence 
to show that corporations save more out of 
earnings than the corporations’ stockholders 
would save if the corporation-retained earn¬ 
ings were distributed as dividends. 

Second, granted the facts as stated by the 
stagnationists, do these facts lead inevitably 
to the stagnationists’ conclusions? Those 
who oppose the thesis—such as Dr. George 
Terborgh, who wrote a book called The 
of Economic Maturity —say that the 
American frontier disappeared and population 
growth slowed down long before any stagna¬ 
tion became evident. The stagnation doctrine 
is said to be a product of those whose serious 
economic thinking developed under the depres¬ 
sion conditions of the early ’thirties; the post¬ 
war world may be very different from the 
pre-war one. The under-investment and un¬ 
employment of the ’thirties arc alleged to have 
resulted mainly from economic policies and 
political attitudes of government that were 
very discouraging to free business enterprise; 


naturally, it is said, private investment lagged. 
Give business a favorable political climate and 
it will flourish, say the anti-stagnationists— 
so much that full employment can be attained 
without government intervention. 

In order better to understand and evaluate 
the arguments made in support of this thesis, 
let us recall the conditions we postulated for 
the growing full-employment economy called 
"progressive Atomisia." In that economy we 
found a growing population and labor force, an 
expanding quantity of capital (steady capital 
accumulation), steady technological change 
(but with technology generally simple), a 
rising national product, and continuous full 
employment of resources. There was pure and 
reasonably perfect competition among the 
economic atoms on both sides of each market. 
We assumed that the propcnsity-to-consumc 
curve was so placed as to induce planned 
savings at all relevant levels of national 
income. And we assumed a stabilizing mone¬ 
tary effect, made up of (*/) a quantity of money 
which rose at the same pace as total real 
income; and (£) inelastic, certain price expecta¬ 
tions. (As pointed out in Chapter 23, we could 
also have assumed a constant quantity of 
money without damage to our results. The 
inelastic and certain expectations were, how¬ 
ever, a very important item.) We did not 
assume the existence of any geographic 
'"frontier,” i.c., any region of rich resources 
not yet "settled," in which the point of 
average diminishing returns to labor or capital 
had not yet been reached. Our assumptions 
were sufficient to the avoidance of a defla¬ 
tionary gap (as above defined) at all times. 

How docs the controversy stand, then, in 
terms of our assumptions and conclusions about 
progressive Atomisia? It appears that the main 
differences between the conditions assumed 
for that model economy and the conditions 
that actually existed in America during the 
thirties are («») the nature of the expectations 
of households, bankers, and other firms; (£) 
the much more advanced nature of American 
technology; and (c) the existence of monopoly 
elements on one or both sides of many 
American markets, compared to the wholly 
competitive conditions in Atomisia. Of these 
differences the significant one is expectations. 
The activities of the "New Deal” government. 
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which in firm-owners' minds constituted an 
unprecedented encroachment on the freedom 
of management to obtain productive factors 
(labor and savings) and sell products on 
management's terms, made for uncertain, 
pessimistic expectations among many firms. 
Given these conditions, private investment- 
spending was far below the full-employment 
level. And in the absence of a sufficient com¬ 
pensatory amount of net government expendi¬ 
ture and investment, there was chronic 
under-utilization of resources and low-level 
income. Whenever similar circumstances pre¬ 
vail again, similar results may be expected. 
But there seems to be little basis for concluding 
that the pattern of the thirties must necessar¬ 
ily be repeated. It may be; it may not. 

(iv) Actual full-employment measures adopted 
by American government. The fact that there may 
be future periods of stagnation, plus the 
practically dead certainty that there will be 
future cyclical fluctuations in economic activ¬ 
ity, has led many American citizens to believe 
that the federal government should adopt a 
more positive and coordinated program to 
attain full employment of resources. A bill 
(sometimes known as the Murray Full Employ¬ 
ment Bill) was introduced in the Congress in 

1945 vvith the objective of providing govern¬ 
ment investment financed by budget deficits 
whenever labor employment was expected to 
fall below the "full" level. Fear of increased 
government interference with private economic 
decisions plus the failure of the heralded post¬ 
war depression to materialize led to the 
passage of nothing but a statement of public 
policy plus a very modest implementation. 
Nevertheless, the Full Employment Act of 

1946 does mark an important milestone in the 
relation of government to resource-utilization. 
It states the responsibility of government to 
help private industry avoid depressions and 
inflations. And it creates a Council of Economic 
Advisers whose duty it is to keep the President 
and through him the Congress informed on the 
state of the nation's economic health. On the 
basis of the Council's studies the President 
makes periodic economic reports and recom¬ 
mendations to the Congress, which are then 
to be studied and further reported on by a 
Joint House-Senate Committee. 

(e) The Government and Labor Relations: 


Fuller Employment through Prevention of Labor- 
Employer Conflict. Bilateral monopoly character¬ 
izes most American labor markets. In the long 
run this fact may promote or inhibit private 
investment spending. Collective bargaining 
between unions and firms or groups of firms 
may contribute to or detract from both the 
proper allocation of resources and their full 
utilization. It is when entry into unions is 
free, i.e., membership is not restricted; when 
management and labor are of about equal 
bargaining strength; and when an institu¬ 
tional pattern of peaceful relations and 
responsible performance of agreements is 
developed that the favorable effects are to be 
expected. On the other hand, there are condi¬ 
tions that make not only for misallocation 
but under-utilization of resources: (1) If 
unions restrict membership and are much 
stronger than employers, chronic under-uti¬ 
lization may result, as shown for Monopia. 
(2) Even if actual bargaining strength is 
generally equal between unions and employers, 
it is possible for under-utilization to exist if 
during an upswing the firms, counting on the 
time-lag between the incurring of labor costs 
and the receipt of sales revenues at higher 
prices, fail to exercise their bargaining skills 
fully, yield easily to union demands rather 
than risk work-stoppages, and raise product 
prices (higher than they otherwise would) in 
order to recoup the rises in labor cost. Under 
these circumstances price inflation is possible 
without full employment, and full employ¬ 
ment may not be reached. (3) Even if bargain¬ 
ing abilities are equal and are fully exercised 
on both sides, an absence of mutual good-will 
and respect based on a recognition of the fact 
that responsibility to the general public must 
be commensurate with economic and political 
power and based on strict adherence to the 
spirit and letter of collective-bargaining agree¬ 
ments tends to result in large and small work- 
stoppages and slow-downs. 

Given the existence of big unionism and big 
business (the existence of which is to some 

extent the result of government encourage¬ 
ment), government should feel obliged, in t e 
interests of the economy as a whole, to pass 
and administer cven-handedly statutes whicn 
try, within the framework of democratic 
institutions, to minimize the labor-relations 
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conditions making for under-utilization (and 
misallocation) of resources. The measures 
should include (1) prohibition or regulation of 
unions’ restrictive "feather-bedding'‘ practices 
and other unfair practices inimical to the 
development of peaceful collective bargaining; 
(2) prohibition or regulation of unfair prac¬ 
tices by employers; and (3) provision of 
government facilities and agencies to prevent 
work interruptions due to the breakdown of 
collective bargaining. 

We have already (in Chapter 42) discussed 
the first two of these three groups of measures. 
We therefore focus here on the third. Work 
stoppages (strikes or lockouts) may be said 
to occur under two main sets of circumstances: 
00 those involving unsettled disputes between 
rival unions rather than between unions and 
employers; and (£) those involving unsettled 
disputes between unions and employers. Each 
of these classes of disputes may be sub- 
dassified. Rival-union disputes arise (1) be¬ 
tween unions whose jurisdictional claims over 
the employees of a given plant or bargaining 
unit completely overlap; and (2) between 
unions whose jurisdictional claims overlap 
only at the shadowy dividing line between the 
respective unions. In the first sub-class arc the 
A.F.L.-C.I.O. conflicts. In the second arc the 
so-called jurisdictional disputes between two 
A.F.L. or two C.I.O. unions over which union 
shall control certain kinds of work. For 
example, in building construction new ma¬ 
terials arc often introduced; and the question 
arises, which union shall control the work on 
the new material. Thus, when contractors 
started to use metal window frames, the 
Carpenters and the Sheet Metal Workers of 
the A.F.L. both claimed the right to install 
them and often called or threatened strikes to 
enforce their claims, thus causing loss to the 
innocent contractor and the public. There was 
no question in general about the respective 
jurisdictions of the Carpenters and the Sheet 
Metal Workers, but the precise line of de¬ 
marcation between them was blurred by the 
innovation. Similarly, within the C.I.O. there 
is, for example, no question about the general 
iurisdiction of the Rubber Workers versus the 
Textile Workers or the Auto Workers versus 
the Steel Workers. But if a tire-manufacturing 
company (e.g., Firestone) has a textile plant 


for the production of tire fabrics, or if an 
automobile-manufacturing company (e.g.. 
Ford) owns and operates a steel plant, it is easy 
to see how jurisdictional disputes could arise 
between the above-mentioned unions. 

For the settlement of the first sub-class of 
rival-union disputes (which may be called 
membership disputes), the National Labor 
Relations Act of 1935 and the Labor-Manage¬ 
ment Relations Act of 1947 have provided for 
the holding of elections by the National Labor 
Relations Board, as already described in 
Chapter 42. For the second sub-class (which 
may be called type-of-work disputes) there 
have been—until the Act of 1947—only the 
efforts of the A.F.L. and C.I.O. to settle the 
conflicting claims within their respective 
"official families." But the Act of 1947 has 
made it an unfair labor practice for a union to 
call a strike against an employer to force him 
to assign particular work to it in preference to 
another union in any case where the union 
calling the strike is not the certified bargaining 
agent for the employer who has the work. 
The NLRB is empowered to issue cease-and- 
desist orders against such unions, and the 
unions can also be sued in federal courts by the 
employers. There arc, in addition, about six 
state laws declaring |urisdictional strikes an 
unfair labor practice, providing for relief 
in the courts, or compelling arbitration of such 
disputes. All these regulations were instru¬ 
mental in causing the A.F.L. to set up formal 
machinery in 1948 for the settlement of such 
jurisdictional disputes; under the procedure 
the decisions of an impartial, "outside" 
arbitrator are final. 

Turning now to the union-employer class of 
disputes, we find two sub-classes: ( 1 ) the 
disputes which arise over differences in the 
interpretation of the clauses of an existing 
collective-bargaining agreement; and ( 2 ) the 
disputes which arise when the union and firm 
are unable to agree on the clauses to go into a 
agreement (which may be the first ever 
negotiated or a renewal or modification of an 
existing agreement). The second sub-class of 
disputes is much more important than the 
first; a favorable settlement here means much 
more to either side because the new clauses 
usually run for a year or more. 

For the settlement of the first sub-class of 
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union-employer disputes many unions and 
employers have voluntarily adopted more or 
less formal arbitration procedures, hiring 
impartial umpires on a permanent or ad hoc 
basis. A few unions such as the Printers and 
the Street and Electric Railway Employees 
and their employers have also voluntarily 
set up ad hoc arbitration procedures for the 
settlement of the second sub-class of disputes. 
They voluntarily submit the disputes to a 
mutually acceptable third person or board and 
agree to accept the decisions as final. But in 
general these are very inadequate private 
arrangements for such important disputes, and 
it has been found necessary for government 
to take a hand. 

The question then arises, How much of a 
hand should government take? Should it 
require compulsory arbitration, which means that 
the union and employer must submit the dis¬ 
pute to the investigation of a third person or 
board (presumably impartial and representing 
the public) and must then accept the decision 
of the arbitrator(s)? Or should the government 
merely employ the other extreme (the mini¬ 
mum) of interference and offer the services of 
one of its agencies for mediation or conciliation , 
which avoids any hint of compulsion and 
simply tries, by informal discussions with the 
disputants (separately with each side or in 
joint sessions), to smooth rurtled tempers, 
eradicate emotionally distorted points of 
view, and find a mutually acceptable formula 
or basis for agreement? The farthest that a 
mediator permits himself to go toward 
compulsion is to suggest, in the event that his 
conciliation efforts have been unsuccessful, 
that the parties voluntarily agree to submit the 
dispute to final determination by an arbitrator. 
(This step is sometimes called voluntary 
arbitration; it is the sort of procedure used 
without government suggestion by the Print¬ 
ers, as noted above.) Or should still another 
method be employed, midway between com¬ 
pulsory arbitration and mediation—known 
sometimes as compulsory investigation ? Under 
this procedure the parties must submit un¬ 
settled disputes to study by an impartial 
tribunal; but they are not compelled to accept 
the settlement recommended by the board or 
person who investigates the case. Here reliance 
is placed on the publicity given to the recom¬ 


mendation; it is hoped that the force of public 
opinion will be enough to induce the parties 
to accept the recommendation. 

Obviously, in such a controversial field there 
are many arguments for and against each of the 
measures explained above. Those who believe 
strongly that voluntarism must be fostered if 
democratic institutions and processes arc to be 
preserved hold that government should not go 
beyond mediation and the suggesting of 
voluntary arbitration; that this is necessary 
if the public interest is to be served. To this 
group compulsory arbitration is a negation of 
freedom and democracy, a step on the road to 
authoritarianism and serfdom. At the other 
extreme are the proponents of compulsory 
arbitration (at least for basic industries such as 
railroads, other public utilities, and coal¬ 
mining) who say that, because the public 
interest transcends the rights of any private 
parties, the government has ample justifica¬ 
tion for prohibiting strikes and lockouts and 
compelling the acceptance of impartial deci¬ 
sions in cases where unions and employers 
cannot themselves agree. They say that, at 
least when it comes to the basic necessities 
for day-to-day existence, the general public 
simply cannot afford to have the supply of 
products stopped by "selfish" unions or 
employers. More or less in the middle arc 
those who espouse compulsory investigation 
as the most desirable form of government 
intervention. 


Let us examine the matter of compulsory 
irbitration a little more closely. We may 
lismiss as largely groundless the argument 
hat this method is a step toward fascism or 
mthoritarianisra. It might make it somewhat 
rasier for a revolutionary group to seize 
X)wer. But the roots and causes of fascism lie 
lecper than the forms of compulsory arbitra- 
ion. Australia and New Zealand have had 
:ompulsory arbitration for half a century, but 
hese countries yield to no other in the prac- 
ice of political democracy. We may also 
lismiss as relatively unimportant the argu- 
nent that the awards of the government 
ribunal could not be enforced; ' you can t put 
i whole union in jail if it strikes, etc. ) an 
arge-and with allowance for some outlaw 
trikes—compulsory arbitration has been found 
nforccable in democracies when a majority 
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of the voters approve of it. The basic issue in 
respect to compulsory arbitration arises out of 
the attempt by each side to define what is "the 
public interest"’ or "the common good."" Or, 
to say the same thing differently, the basic 
problem is to discover exactly what are the 
true alternative ways of achieving the common 
good. The real alternatives do not seem to be 
democracy versus dictatorship or anarchy 
versus order or selfish private interests versus 
the public interest. They appear to be a lot 
versus a little of government interference in 
private economic life. For there can be little 
doubt that compulsory arbitration would 
greatly increase the amount of interference. 
The compulsory submission of all unsettled 
disputes would result in government deter¬ 
mination of the terms of employment in practi¬ 
cally all cases. Experience in other countries 
and American experience during World War II 
with the National War Labor Board (which in 
effect exercised compulsory powers over labor- 
dispute settlement) indicates that one party 
or the other in almost every case will believe 
it can get a "better deal" from the government 
than through voluntary, two-party bargaining. 
So this latter kind of bargaining, as hitherto 
known, gradually disappears. But the deter¬ 
mination of wage rates, etc., by government is 
only the beginning. When the government 
deprives the union of the right to strike for 
what it considers "fair wages’" and when the 
government forbids the employer to lock out 
for what he considers "fair wages," the 
government necessarily assumes the obligation 
to determine in each case what constitutes 
"fair wages." Then the government has to 
consider and weigh the union's "need” in 
relation to the employer's "ability to pay." 
This involves past and anticipated product 
prices, other costs, and profits. The government 
finds itself obligated not only to set as high 
wage rates as it believes the union might have 
obtained by bargaining or striking, but also to 
provide conditions under which the employer 
will be able to pay such wage rates. In other 
words, in time it is likely to find itself in the 
business of product-price fixing, directly or 
indirectly, and in the business of maintaining 
high-level economic activity. And this obvi¬ 
ously means a great deal of control over 
economic life. 


If the voters know the facts about the true 
alternatives and then choose compulsory 
arbitration of labor disputes, there is no one 
in a position to say the decision is irrational. 
But a knowledge of the costs and utilities 
involved for each alternative is essential. 

Thus far, government in the United States 
has taken a middle course in the settlement of 
labor disputes involving new collective-bar¬ 
gaining agreements. Back in 1920 the state of 
Kansas began a short-lived experiment with 
compulsory arbitration for "public-interest” 
industries. After the Supreme Court held wage- 
hour fixing unconstitutional for the meat¬ 
packing industry, the law was allowed to 
lapse. But the other states and the federal 
government have confined themselves to pro¬ 
viding mediation facilities and, in public- 
interest industries, to compulsory investiga¬ 
tion. The two federal laws of paramount 
importance are the Labor-Management Rela¬ 
tions Act of 1947 and the Railway Labor Act 
of 1934. 

The L.M.R.A. contains the following pro¬ 
visions: (1) A union or employer (in interstate 
commerce) wishing to modify or terminate a 
collective agreement must undergo a so-called 
"cooling-off" period of at least 60 days before 
a strike or lock-out is permitted. That is, the 
party desiring modification or termination 
must give the other party an advance notice of 
60 days. (2) The initiating party must offer to 
negotiate a new agreement with the other 
party. (3) If a new agreement is not reached 
within the first 30 days, the federal Mediation 
and Conciliation Service (which is set up as 
an agency independent of the Department of 
Labor) and any state mediation agency must 
be notified of that fact. These three provisions 
apply to all disputes affecting interstate 
commerce. 

For disputes which, if allowed to reach the 
strike or lock-out stage, would in the Presi¬ 
dent's judgment " imperil the national health 
and safety," a special set of emergency pro¬ 
visions applies, in addition to those already 
enumerated. (4) At the end of the 60-day period 
there is no further immediate prohibition on 
strikes or lockouts. But the President is 
authorized to appoint a board of investigation 
with powers to require the submission of 
evidence. This board must make a report to the 
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President giving finding of fact but no recom¬ 
mendations as to settlement. There is no time 
limit on the investigation and the submission 
of the finding. ( 5 ) On receipt of the report the 
President may direct the Attorney General to 
ask any federal district court for an injunction 
or order prohibiting a strike or lockout, 
whether in progress or merely threatened. 
The court may issue the injunction if it finds 
that the dispute affects a substantial portion 
of a whole industry and threatens the national 
welfare. (6) If and when an injunction is 
issued, the President may reconvene the board 
of inquiry, which then has 60 days in which to 
report to him all existing facts including the 
employer’s last offer of settlement to the union. 
This report must be made public. (7) Within 
15 additional days the National Labor Rela¬ 
tions Board must take a secret ballot among the 
employees to discover whether or not they 
wish to accept the employer's last offer. (This 
provision sends the NLRB "over the heads" of 
the union officials.) In five more days the results 
of the balloting must be certified to the 
Attorney General. (8) This official, if no 
settlement is yet forthcoming, is then required 
by the Act to request the court to discharge 
the injunction. (9) The President must then 
submit a full report and recommendations to 
the Congress for possible further action. (10) A 
stri ke or lockout is legal from the day on which 
the injunction is vacated and until the Con¬ 
gress takes special action, if any. 

It is to be noted that, in addition to the 
theory that public airing of the dispute brings 
pressure on the parties to settle it, the Act is 
based on the theory of delay or attrition. For 
a total of at least 140 days in any case, a strike 
or lockout is prohibited; and the whole 
procedure is one calculated to test the en¬ 
durance of all concerned. At the present 
writing (December, 1949) the above provisions 
of the Act have not been thoroughly tested. 

The Railway Labor Act has lived long enough 
to demonstrate a good deal of success. For the 
settlement of labor-management disputes over 
new agreements on interstate railroads a special 
National Mediation Board was established to 
perform the conciliation function. If its efforts 
are unsuccessful, it must notify the President 
that an emergency exists. The President is 
authorized then to appoint an emergency 


board of investigation, which after using 
compulsory fact-finding powers, must report 
in 30 days to the President, who may then 
publicize the findings (and the recommenda¬ 
tions, if any). A strike or lockout is prohibited 
during a period of 60 days beginning with the 
date on which the emergency board is ap¬ 
pointed. 

From the above recitals we conclude that 
American government, although unwilling to 
adopt any one alternative to the exclusion of 
others, has taken middle-ground positive 
steps to minimize the interruptions to high 
income and resource-employment that come 
from unsettled labor disputes. 

(0 Summary. In this chapter’s section on 
American government we have reviewed the 
main measures that the government wight 
undertake and hjs undertaken to achieve the level 
of private and public spending and the amount 
of labor peace necessary for the full utilization 
of resources and the maximization of want- 
satisfaction. Our survey has made it fairly 
plain that the obstacles mentioned at the 
beginning of the chapter have thus far pre¬ 
vented the development of a unified, coordi¬ 
nated, rational program for the democratic 
attainment and maintenance of full employ¬ 
ment. But there is a rather intense awareness 
of the problem, particularly because of the 
competition with the Soviet Union in the 
international sphere; and it is not too much 
to hope that a well-balanced set of measures 
will in time be worked out. 

C. War-time Economizing 

Having dwelt at length upon the relation of 
American government to the composition, size, 
and distribution of total income in peace time 
and having previously described and analyzed 
the activities of authoritarian governments in 
two model economies, we are now in a position 
to deal briefly with the economic process in 
the American society as a whole during war 
periods when of necessity, in the face of great 
national peril, the government of a democracy 
assumes an authoritarian role. To paraphrase 
the words that Shakespeare put into the mout 
of a great English war-making king, we mig 
describe the situation like this: "In peace there 
is nothing so becomes a (democratic) govern¬ 
ment as modesty and humility in regulating 
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private economic decisions for the presumed 
good of all the citizens; but in time of war, 
government must stiffen its sinews and emulate 
the action of the authoritarian tiger." 

We shall outline our discussion under our 
usual main topics: allocation of resources; 
extent of utilization of resources; anJ distribu¬ 
tion of income. 

1. The Allocation of Resources 

In order better to understand the problems 
of allocating resources by the authoritarian 
war-time government, let us review very 
briefly how resources get allocated in peace 
time. When the democratic, private-enterprise 
economy is not at war, even though govern¬ 
ment plays a not inconsiderable role, it is 
mainly The Hand of the price system and not 
The Commandcr-in-Chief who does the job, 
however imperfectly. However unequally in¬ 
come is distributed, however much monopoly 
exists, and however ignorant households may 
be, their dollar votes in the product markets 
and their leisure-income and consumption- 
savings decisions exercise the largest sover- 
cignty. Through group product-demand and 
group labor and savings supply curves, in con¬ 
junction with firms’ product-supply curves and 
factor-service-dcmand curves, the system of 
relative prices is determined which in the end 
guides the flow of resources into the production 
channels desired by the households. 

Now if The Hand does a fair job in peace 
time, why cannot government leave the job to 
him in war-time? It is precisely because of the 
effects llowing from the fact that in war time 
one product is desired by almost all households 
far above all other products: speedy total 
victory over the enemy that is threatening 
national existence. To obtain this product 
almost all the households are reluctantly 
willing to risk the lives of their members and 
to endure other hardships that would be con¬ 
sidered intolerable in peace time. They are 
willing to oust The Hand and put government 
in his place. And they must do so for the follow¬ 
ing reasons: First, the available labor resource 
must be allocated between the production of 
goods and the production of combat and supply 
fighting men. Considering the relative attrac¬ 
tiveness of the two major lines of work, we 
ndght have to let the government bid up. 


against goods-producing firms, the price or 
wage rate of buck privates to, say, $500 a day 
in order to recruit an army by the voluntary- 
enlistment method. (Generals might possibly 
be had for, say, $75 a day.) This would indeed 
be a slow, cumbersome, and exceedingly 
expensive way of obtaining a military force. 
So government must draft men into the army, 
navy, and air force; there must be an authori¬ 
tarian allocation here. But this is not all: The 
civilian work force must be allocated to the 
production of all the products needed by the 
fighting men. This allocation may or may not 
be authoritarian. No American government 
has yet drafted men for the production of war 
machines and materials. But some controls are 
necessary. Government must have the products 
and is willing to pay firms to make them. The 
government has unlimited purchasing power. 
The products it needs will cost much more if 
the firms producing civilian goods for the 
home" households arc left free to bid for 
labor and other resources against the firms 
being paid by the government to produce goods 
for the fighting forces. But how is it that the 
firms producing goods in response to the con¬ 
sumption spending of the home households 
are able to bid for resources against the firms 
producing war goods in response to the greatly 
increased spending of government? It is pre¬ 
cisely because in war time the government feels 
the households will not "stand for" tax rates 
high enough to drain off the households' 
competitive spending-power. If households’ 
consumption spending could be reduced by as 
much as government's war spending is in¬ 
creased, there would (disregarding firm's 
investment spending) be no net rise in total 
spending, and resources could be drawn away 
from the production of civilian consumption 
goods to the production of war products. 

Failing to tax as heavily as necessary (the 
government Joes raise tax rates to a con¬ 
siderable extent but not nearly enough), the 
government tries to lower the propensity to 
consume by patriotic appeals to the house¬ 
holds, asking them to increase their savings 
and buy war bonds. This rather successfully 
lowers consumption spending-but again not 
suffiaendy. So there must be other measures: 
W I he rationing of the major items of con¬ 
sumption goods is instituted. In order to buy 
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these goods (in other than black markets), 
the households need not only ordinary money; 
they need also another kind—the coupons, 
tickets, etc.—which is strictly limited in 
quantity. (£) Price control over all products 
and factor services is put into effect, in order 
to minimize the effects of the bidding-up, due 
to 'excess demand," mentioned above, (r) 
Direct allocations of scarce productive factors, 
except labor, are made by government in order 
to assure the availability of these resources 
for government needs. As already stated, 
certain controls are also set up over labor 
allocation. 

Thus we see that direct authoritarian con¬ 
trols over all prices and over the allocation of 
most resources are necessary for the production 
of the one general product—victory—that has 
top priority. So far as strict authoritarianism 
is concerned, the allocation of labor is the 
weakest link. But a democratic government 
believes that it can count on a large measure 
of voluntary cooperation from the civilian 
work force. There are of course some obstacles 
to full cooperation in all fields. Firm owners 
may sell products to potential post-war and 
former peace-time customers, instead of to 
higher-priority firms which are not "old 
friends." Firms may "shave” on specified 
materials and tolerances or otherwise try to 
make high abnormal profits out of the guaran¬ 
teed high war-time demand for their products. 
Consumers may try to elude the regular market 
controls and thus help mis-allocate scarce 
civilian products to "black markets." And 
labor unions may try to use the tight labor 
markets as a way of unionizing previously 
unorganized workers, thus chancing industrial 
unrest at a time when the nation can ill afford 
it. But, all in all, cooperation does exist, and 
the controls are reasonably effective. 

The actual contracts to firms producing war 
goods come from the Armed Services' procure¬ 
ment divisions. The price of the product to the 
government is based on a showing of expected 
average (not marginal) cost plus a fixed allow¬ 
ance for profits. If the required reports to the 
services show the costs to have been over¬ 
estimated, there is usually a "re-negotiation" 
of contracts, with the aim of obtaining a 
refund of excess profits from the firms. In any 
case, the exigencies of the war situation are 


such that no one bothers with the equating of 
price to marginal cost. 

During World War II the labor-allocation 
agencies in the American government were 
the Selective Service for the armed forces and 
the War Manpower Commission for civilian 
workers. The major allocation device used by 
the latter was the requirement that no firm 
could hire a new worker unless he carried with 
him an official "certificate of eligibility" from 
his previous employer and approved by the 
appropriate office of the WMC. The gigantic 
task of allocating materials was handled by 
the War Production Board under a master and 
detailed budgeting plan. Priority ratings were 
given to various firms and groups of firms. 

The control of all product prices (consump¬ 
tion goods, non-agricultural raw materials, 
etc.) was handled by the Office of Price 
Administration. The OPA of course did not 
devise prices for the myriad products out of 
thin air. It inherited a system of relative prices 
and its job was mainly to see that price 
"inequities" among firms which had arisen 
before it assumed control were righted and that 
further inequities did not arise or were cor¬ 
rected as they arose. Wage rate controls, which 
were needed because of the reasons already 
stated and because of the dose interdependence 
of wage rates and product prices (wage rates 
as costs affect product prices, and product 
prices as living-costs affect the wage-rate 
demands of unions), were exercised by the 
National War Labor Board. Like the OPA the 
NWLB did not contrive a structure of wage 
rates but inherited one from peace-time. Its 
main task was also to rectify previous in¬ 
equities, to prevent new ones from arising, to 
adjust any that might arise during the war, 
and to prevent any general upward movement 
from getting under way. In addition, the 
Board had the very important job of aroitrat- 
ing unsettled labor disputes which, if they 
had reached the strike or lock-out stage, would 
have seriously interfered with the prosecution 
of the war. 

2. The Extent of Resource Utilization 

When war comes and authoritarian controls 

are set up, there is no problem of under¬ 
utilization of resources. Quite the contrar > rt 
The problem is then a two-fold one: {a) to 
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increase available resources as much and as 
rapidly as possible; and (A) to prevent the 
inflation chat threatens under full employment 
of resources. 

To increase the civilian labor resource 
speedily during a period when millions of the 
best workers are being channeled into the 
armed forces is a large order. One major way 
is to increase the number of hours worked per 
week; an increase in weekly hours from 40 to 
48 is equivalent to a 20 percent increase in the 
number of 40-hour workers unless, as may well 
be, their work efficiency is lower after 40 hours. 
This was generally done during World War II, 
although it raised the money cost of the war, 
because the time-and-half overtime pay require¬ 
ments of the federal Fair Labor Standards Act 
were not withdrawn for the duration. Another 
way to increase the work force is to draw on 
groups who in peace time are not seeking or are 
prevented from obtaining jobs—women, young 
people, some retired workers, and Negroes. 
Again, the efficiency of existing workers may 
be increased by improved management and by 
eliciting workers’ help through the creation 
of labor-management cooperation committees 
in the plants. An increase in efficiency is 
equivalent to an increase in number of workers. 

The increase in the capital resource is 
accomplished in conjunction with the product- 
allocation program. 

We have already mentioned the need for 
price and wage-rate ceilings; our emphasis has 
thus far been on the allocation problem. But 
now let us look at the matter from the stand¬ 
point of preventing inflation. Where does all 
the upward pressure on prices during a war 
really come from? It must come from an 
increase in spending somewhere in the economic 
system. The three groups of spenders are 
households (on consumption goods); firms (on 
investment goods); and government. The 
increases in spending come mainly from 
government spending on war-winning men 
and materials and from firms’ investment in 
new plant and equipment. During World War 
II the American government spent more than 
$300 billions on its win-the-war-fast product. 
In spite of increased tax rates and war-bond 
sales, there was not nearly a commensurate 
decline in consumption spending. The net 
increases in total spending of course tend to 


have multiplier effects on everybody's spend¬ 
ing. Government spending puts much more- 
money than formerly into the hands of almost 
all the private economic units and does not 
drain much of it back to itself through taxes. 
So the money demand curves for civilian 
products all shift far over to the right. At the 
same time, because of the "real” allocation of 
so many resources to war goods, the supply 
curves of the civilian products tend to shift 
leftward. If the right-shifted product-demand 
curves still intersected the left-shifted supply 
curves of these products in the fiat or horizontal 
sections of the supply curves (as they may well 
do if the war starts at a time when there is 
substantial under-utilization of resources), the 
prices of the products will not rise. But as the 
demand curves shift still farther to the right, 
they reach the full-employment, rising parts 
of the supply curves; and then the product 
prices must increase sharply if the free price 
system is retained. When this happens, we have 
inflation. And so long as the prosecution of the 
war makes government continue to increase its 
spending, we have more and more inflation 
under free pricing. 

It should also be remembered that the infla¬ 
tion gets under way all the more quickly 
because, once the war effort gets under way, 
the expectations of households and firms lose 
most of any previous uncertainty and become 
very clastic-upward. In short, both A1 and V 
in the equation of exchange tend to rise very 
rapidly. 

It is clear that, although it is the govern¬ 
ment that is actually making all these enor¬ 
mous increases and expenditures, the govern¬ 
ment is only doing so as the agent of all the 
households. There are no two ways about it: 
The households arc the ones who must pay 
for the war. As we know from earlier discus¬ 
sions, there are three alternative ways of 
making the payments: ( a ]) yielding large por¬ 
tions of money incomes through the indirect 
method of taxation known as inflation; (£) 
yielding large portions of money incomes 
through direct taxes paid to government; or 
(0 yielding large portions of money incomes 
through lending to the government by the 
purchase of war bonds. The first two methods 
may be considered to be enforced saving out of 
money incomes. All three methods may also 
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be thought of as ways of helping to close the 
war-time "inflationary gap.’’ 

Now from the standpoint of government as 
agent of the households, these three methods 
of paying for the war are to be viewed as ways 
of financing the huge increases in government 
spending. The war imposes a major problem of 
fiscal policy. The government must and will 
obtain the money; the question is, how and 
where? If reliance is placed on the second 
method mentioned above (direct taxation), 
there must be terrific increases in income taxes, 
the imposition of a new, large sales tax, or a 
combination of these and other tax measures. 
From the purely economic standpoint, direct 
taxation will do the trick if it is big and severe 
enough. (It will do the trick, but actually it 
works more slowly than frantic government can 
endure. This is another reason for the use of 
the other measures.) But the government can 
never be sure that, in spite of the undeniable 
patriotism and cooperation of almost all the 
households, there will not be a significant loss 
of incentive to speedy conversion to war effort 
because of the large tax rise; peace-time habits 
of thinking are not easily or quickly sloughed 
off. In short, direct taxation involves costs as 
well as utilities even in war time. The third 
method, selling war bonds to the households, 
appears to have just as much utility and to have 
lower costs even if the government compels the 
saving, for in this case the households feel 
that they do not lose assets but merely change 
their form when they transfer purchasing 
power to the government. (Actually, i.e., in 
purely economic terms, war-bond sales and 
war taxes are the same in cfFect. The house¬ 
holds will have to curtail present consumption 
in cither case. And their future consumption 
will not be any larger either, because they will 
have to pay increased taxes to pay the interest 
on the bonds and to pay back the principal 
of the loans.) The first method mentioned in 
the preceding paragraph involves the creation 
of new money. The government can either 
directly print it on its presses or have the bank¬ 
ing system create new demand deposits. Under 
the latter system the government sells new 
securities to the banks and the banks pay for 
them not mainly with money already in ex¬ 
istence but with newly created deposit money. 
This method provides an easy way of obtain¬ 


ing the necessary funds. But it does make for 
great price inflation, and this may be very 
costly to the war effort because of the unrest 
created by sharp rises in living costs. Wage- 
rate increases will be demanded frequently; 
strikes and loss of working morale are to be 
expected. 

As usual a compromise among the alterna¬ 
tives is likely to be adopted, in an effort 
roughly to equalize their marginal costs and 
utilities. Some of each will be tried—increased 
taxation, sale of war bonds to households, and 
money creation. But insofar as the last-named 
measure is used, and insofar as there are 
autonomous rises in firms’ own investment 
spending, there will be inflationary tendencies. 
And in order to avoid or minimize these costs, 
the government will resort to the above- 
mentioned price control of all goods and the 
rationing of the consumption goods that are 
still produced. (Most durable consumption 
goods like automobiles, washing machines, 
etc., are not produced at all under government 
control of resource-allocation during a total 
war.) 

3. The Distribution of Income 

Rationing brings us to a consideration of 
income distribution during wartime. Under 
war conditions, we must distinguish between 
the distribution of money income and the 
distribution of want-satisfaction from con¬ 
sumption goods. As always, distribution is 
interwoven with resource-allocation and utili¬ 
zation. 

The distribution of money incomes (before 
taxes) during wartime is still based mainly 
on the principle of "contribution’’ or pro¬ 
ductivity." However, some influence is exer¬ 
cised by price and wage-rate control. The fact 
that both these controls concentrate on the 
redress of inequities has much significance 
from the income-distribution standpoint; there 
is an effort to prevent greater income inequality 
than existed before the war. But the cases con¬ 
sidered by the control agencies are over¬ 
whelmingly those brought by organized firm- 
owners and organized workers. Many cases 
involving gross inequities for unorgamze 
workers (the "white-collar" class, mainly; 
unorganized firm-owners, and unorganized 
household-savers never reach the attention or 
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the appropriate government agency. So, under 
the existence of an inflationary potential, the 
unorganized households tend to have income 
successively redistributed against them. 

Price control is often ineffective with respect 
to war products never before made under mass- 
production conditions. The costs of firms under 
contracts with the Armed Services are often 
overestimated, and very high abnormal profits 
are often realized. To prevent income in¬ 
equalities from worsening under such con¬ 
ditions, two major measures are frequently 
applied, as in the United States during World 
War !!:(*) re-negotiation of contracts, already 
mentioned in our allocation discussion; and 
(£) special war-time excess-profits taxes. Under 
the latter measure the government takes every¬ 
thing above, say, 8 percent of profits. But this 
measure is difficult to administer effectively 
because it is hard to know the proper base on 
which the 8 percent is to be computed and to 
know what are ‘‘legitimate’’ costs. For 
example, to be fair to the firm making a 
product not needed in peace time, government 
must allow a high depreciation rate on the 
specialized war-time plant and equipment in 
which the firm has invested. But how high the 
depreciation rate should be is hard to say. To 
set it too high is possibly to raise the firm’s 
costs to such a level that actual excess profits 
appear to be only normal profits. 

In respect to the distribution of money in¬ 
comes after taxes—i.e., in respect to the proper 
kind of taxes to levy in war time—there is a 
conflict between economic policy and the 

social-justice" ideas of those who believe 
in moving always for a less unequal distribu¬ 
tion of income. Since consumption spending 
is the main thing to be curbed in order to avoid 
inflation, the purely economic policy is to 
lower the propensity-to-consurae curve. This 


involves making income distribution more, 
not less, unequal. Thus a regressive tax is 
indicated, such as a stiff, universal sales tax. 
Or a considerable regressive modification of 
the progressive income-tax-rate schedule is 
indicated. But the economic utility of such a 
tax policy must be weighed against the social- 
economic cost of unrest and depressed morale 
among the lower-income households and 
against the long-range goal of income-distribu¬ 
tion. The American tax policy during World 
War II was again a compromise: The low- 
income households which had previously been 
exempt from income taxation were taxed (this 
is known as "broadening the tax base") at the 
same time that the higher-income households 
were taxed much more heavily. No federal 
sales tax was introduced. 

It is not easy to state whether inequalities 
in the distribution of money income become 
greater or less during wartime. Certainly there 
is a re-distribution against unorganized house¬ 
holds, but as regards broad income groups in 
the economy as a whole, it appears that the 
efforts of labor unions plus the government 
controls arc enough to prevent the appearance 
of significantly greater money-income in¬ 
equalities. 

So far as actual want-satisfaction from con¬ 
sumption goods is concerned, any change or 
no change in money-income distribution has 
little effect during the war period. It is in the 
ensuing peace period, after government controls 
have been removed, that the income changes, 
if any, become effective in terms of changes in 
want-satisfactioo. During wartime, want- 
satisfaction is rationed, i.e., distributed, very 
much as in certain authoritarian economies— 
on the basis of nted. Our earlier discussion of 
rationing principles (page 941) is entirely 
applicable here and need not be repeated. 
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A. Introduction 

In the previous chapter we completed our 
study of the economic process in the big, 
"sensate,” economically mixed, socially heter¬ 
ogeneous, democratic, private-enterprise econ¬ 
omy known as the United States of America. 
We surveyed the economizing efforts, rational 
and irrational, of three main groups of eco¬ 
nomic units that take place within the Ameri¬ 
can setting: households and their organizations; 
firms and their organizations; and government. 
We looked at these units not only from the 
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B. Statistical Data 

1. The data necessary for welfare analysis 

a. General information 

b. Data on resource allocation 

C. Data on extent of resource utilization 

d. Data on income distribution 

e. Changes in quantities of resources and in 
technology 

2. Some of the available data 
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disputes 

c. Data on changes in resources and technology 
d Data on resource-allocation and income com¬ 
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c. Data on income distribution 

(1) Distribution by size-of-income classes 

(2) By class of factor service 

(3) Data on changes in the price structure 

C. Appraising American Economizing 


"partial" but from the "general" point of 
view; we tried to understand their inter¬ 
relations in the economy as a whole, as to 
allocation of resources, extent of resource- 
utilization, and distribution of income, both 
in peace time and in war. 

In this last chapter on the American economy 
we try, within the limits set by the available 
data, to show some of the results of the 
process of economizing. We have a two-fold 
task: ( 1 ) to give a statistical picture of the 
main economic aggregates which over a period 
of years throw light on resource-allocation, 
income-distribution, extent of resource-utiliza¬ 
tion, and economic progress; and (2) to 
appraise these results of the economic process 
in terms of the economic and political criteria 
to whose use we have become accustomed. 

B. Statistical Data 

1. The Data Necessary for Welfare Analysis 

For the student who wishes to know the 
economic story of past decades in welfare 
terms, and for the government policy-maker 
who is authorized to make current decisions 
affecting economic welfare in the economy as 
a whole, statistics that are accurate and in 
sufficient detail are a necessity. But private- 
enterprise economies do not function for the 
benefit of the student or even mainly of the 
policy-maker. To the great majority of house¬ 
holds and firms the collection of statistics by 
a government or private research agency about 
the nature and results of their economic 
decisions are an unwanted interference with 
their private affairs. And in fact, if the economy 
were in the main a healthy one, statistics 
would be a luxury to any one but the student. 
This is one reason why the data for the 
nineteenth century are so inadequate. The 
American economic system in general operated 
pretty well; and almost all the people were 
too busy conquering, settling, and exploiting 
a rich new continent to think about recording 
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cheir activities in a way useful to the welfare 
economist. But as maturity came and the 
economy now and again showed evidence of 
economic illness, and as the voters came in¬ 
creasingly to ask the federal government to 
assume the role of economic healer, the need 
for and usefulness of statistical information 
began to be apparent. This is a main reason 
why the American statistical story since World 
War I is so much more complete and accurate. 

It would be wrong, of course, to believe 
that mere wishing or recognizing their 
desirability results in all the necessary data 
falling out of a convenient hopper. The 
collection of adequate statistics costs a great 
deal of money; estimated marginal costs of 
collection would have to be weighed against 
the estimated marginal utilities. Furthermore, 
in a dynamic society some of the required data 
might be very difficult to obtain under any 
circumstances. In the third place, unless the 
proper welfare questions are asked, a lot of 
meaningless and useless statistical information 
will be collected at unnecessary expense to the 
collectors and the suppliers. It is the duty of 
government to weigh these matters and to 
decide what the optimum practical operating 
data are. The most important department of the 
head statistician's office should be the one in which 
the significant and meaningful questions are worked 
our. 

a. General Information 

If there were some objective way of measur¬ 
ing utility or want-satisfaction among house¬ 
holds (i.c., if we could obtain an accurate 
figure representing the total number of ' utils'* 
experienced within the economy during a 
given period of time such as a year, with 
appropriate breakdowns among different 
classes of households), wc should of course 
have sufficient information over a period of 
years to make certain major welfare judge¬ 
ments. All the economic and political decisions 
of private and governmental units that affect 
want-satisfaction would be reflected in these 
data. Year-by-year changes in the total quan¬ 
tity of 'utils” would reflect changes in 

resource-allocation; changes in income- 
distribution; changes in the extent of resource- 
utilization; changes in the quantities of 
resources (i.e., changes in population, capital 


accumulation, and the discovery of new usable 
natural resources); and technological advance. 

If we could measure total utility or psychic 
income, this chapter's main functions would 
be (1) to present such yearly totals and break¬ 
downs; (2) to give some idea about what por¬ 
tions of any yearly changes in the utility data 
were the result of what changes in the five 
items listed at the end of the preceding para¬ 
graph; and (3) to show at what points total 
utility might increase in the future by govern¬ 
ment decisions bearing on one or more of the 
five items noted above. For (2) and (3) we 
should need information on the nature and 
adequacy of resource-allocation, etc. 

But utility cannot be measured. Therefore 
we are reduced to finding some indirect gauge 
of welfare. The best available approximation 
is total physical or ' rear' income, and it 
consequently becomes the main focus of our 
discussion. 

However, we must clearly understand that 
this measure fails in two respects to give us a 
complete picture of total want-satisfaction. 
That is, the yearly real-income totals fail in the 
main to reflect possible changes in two of the 
five welfare determinants mentioned above: 
( 1 ) changes in income-distribution; and ( 2 ) 
changes in the apportionment of resources 
among different physical products. Changes in 
income-distribution give the "poorer" house¬ 
holds more money claims on products and on 
want-satisfaction at the expense of the 

richer households. The mere fact that the 
poorer Joneses are now closer to the richer 
Joneses would probably involve a net psychic 
gain. But this gain would not be reflected 
much in any physical-income figures. The 
change in income-distribution would also 
change the allocation of resources. This change 
would be reflected in a change in the composi¬ 
tion of physical income, but not necessarily in a 
change in total physical income. The same is 
true to a large extent of a change in resource- 
allocation resulting from some other altered 
conditions such as an increase or decrease in the 
extent of monopoly or monopsony in the 
economy. 

On the other hand, changes in the other 

three items—extent of resource-utilization, 
quantities of resources, and technology—are 
all very much reflected in and converge upon 
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annual figures showing total “real" income. In 
addition, that part of resource-allocation 
which results from firms’ efforts to find the 
optimum combinations of factor-service inputs 
(in contrast to resource-allocation resulting 
from shifts in product-demand curves) is 
reflected in real-income totals. Whenever firms 
improve on previous input-combinations, 
physical output increases. 

Now let us go on to note certain information 
needed about each of the five items that affect 
our central-theme—total of physical or real 
income. We shall also outline the available 
data or sources thereof, so that the student 
may know how far the information falls short 
of the ideals. 

b. Data on Resource Allocation 

As to the actual allocation of resources, it 
might be interesting to know over a period of, 
say, 50 years (1) the quantities (and qualities) 
of labor and embodied savings employed in 
producing various categories of consumption 
products and new capital goods; and (2) the 
quantities (and qualities) of these consump¬ 
tion and capital goods actually produced and 
sold. These data, if available, would indicate 
the composition of the national product. But 
there are two difficulties here: (1) Some of the 
data would be very hard to obtain. (2) If 
obtainable, we would not know, without 
getting a lot more information, how far from 
the optimum the composition of income 
actually was for any year. It is not too hard to 
obtain information on the various kinds of 
labor attached to each industry, either in 
terms of persons or full-time labor-hours. But 
in respect to capital the only common denomi¬ 
nator is the dollar. Quantities of capital- 
dollars attached to each industry tell us noth¬ 
ing about the technological forms in which 
the dollars are embodied. And the quantities of 
dollars themselves change while embodied in 
the same capital goods, because the valuation 
of the goods changes from year to year. But in 
respect to the only really significant thing— 
the degree to which the quantities and quali¬ 
ties of the various kinds of products ap¬ 
proached the optimum composition—we 
should have to know just what that optimum 
composition should have been. And this can¬ 


not be known. Even data on possible ab¬ 
normal profits (as defined in this book) in 
respect to firms and industries would not give 
conclusive evidence of resource-misallocation, 
for even in a purely competitive economy such 
profits are possible at certain times under dy¬ 
namic conditions. 

Any data on resource-allocation in the eco¬ 
nomic system would be in terms of the ex¬ 
isting distribution of income among the house¬ 
holds. But the welfare economist might wish 
to estimate roughly what change in income 
composition and in total want-satisfaction 
would result from various other income dis¬ 
tributions including an equal one. Conse¬ 
quently statistics on income distribution are 
needed. 

Data on the numbers of persons employed in 
various occupations and industries are col¬ 
lected, either through complete enumerations 
or through sample studies, mainly by the 
federal Bureau of the Census in the Depart¬ 
ment of Commerce and the federal Bureau of 
Labor Statistics in the Department of Labor. 
The census data go back at least to 1870. 
There are not data on capital-dollars attached 
to each industry. Adequate data on the product 
composition of the national output are also 
available for a good many years. But on the 
degree of monopoly and monopsony within 
the economy and on the degree of success 
attained by firms in their efforts to find the 
least-cost combinations of factor-service in¬ 
puts, there is very little quantitative informa¬ 
tion; there are only scattered indications. On 
the distribution of total money incomes special 
sample surveys are made from time to time by 
various government agencies (see below). 

C. Data on Extent of Resource Utilization 

As to resource-utilization, labor is the limit¬ 
ing factor in production because of its human¬ 
ness. That is, with some increase in mainte¬ 
nance and depreciation costs, most capita 
resources are capable of being used 24 hours 
per day; but labor is not. Consequently, if we 
know how many hours households are willing 
to work or how many household members are 
willing to work, and if we know how many 
hours they actually do work or how many 
persons actually do work, we can obtain a 
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percentage of employment by dividing the 
"willing” figure into the "actual” figure; and 
this percentage gives a fairly satisfactory meas¬ 
ure of the extent of resource utilization in the 
economy as a whole. Furthermore, it is helpful 
to know the percentages of utilization in 
various industries and areas, for the distribu¬ 
tion of the total amount of unemployment may 
be very uneven, and the detailed percentages 
are helpful to policy-makers seeking to 
eliminate the unemployment. Obviously, if 
we wish to make a long-term appraisal of the 
economy, the data need to be available at 
least annually, and preferably monthly, over a 
period of many years. 

Another way of getting at the extent of 
resource utilization is to have, over a period of 
years, dollar values (corrected for changes in 
the general price level) of gross and net 
finished output for the whole economy and for 
industries and areas. Downward changes in 
these “real” product figures indicate roughly 
similar downward movements in the utiliza¬ 
tion of labor and capital. If we compare actual 
real-income figures with estimates of what the 
full-employment real-income figures would 
have been for given years, we can calculate the 
loss in real income resulting from lack of 
full utilization of resources. 

Monthly data on labor employment are 
collected by the Departments of Labor and 
Commerce. For all years except the decennial 
census-of-population years (when an actual 
enumeration is taken by agents of the Census 
Bureau) the amounts and percentages of 
unemployment are estimated by subtracting the 
employment figures from estimated total- 
labor-force (the willing-and-able-to-work) 
figures. The total-labor-force figures are esti¬ 
mated by adding to a base-year labor-force 
figure (discovered by census enumeration) the 
estimated increments arising from population 
growth and other causes. The Department of 
Commerce has made such estimates since 1940. 
A number of non-governmental organizations 
including the C.I.O., the A.F.L. and the 
National Industrial Conference Board (an 
employer-sponsored research agency) also make 
labor-unemployment estimates. Unfortunately 
the data are somewhat unreliable for the years 
before 1929. Annual dollar data on gross and 


net national product are collected and pub¬ 
lished mainly by the federal Department of 
Commerce and the privately-financed National 
Bureau of Economic Research. 

d. Data on Income Distribution 

In the field of income distribution there arc- 
three major items of interest to the political 
economist. First and foremost is the distribu¬ 
tion of the economy's total money income 
among the individual households. This item is 
important because changes in income-distribu¬ 
tion among households throw light on 
possible changes in total want-satisfaction for 
all households. An increase in income in¬ 
equality suggests the possibility that total 
utility has fallen; a decrease, that it has risen. 
The second item is the distribution among the 
main classes of factor-service sellers: house¬ 
holds selling labor-hours, household contract- 
savers, and household equity-savers. This item 
is interesting because changes in it from year 
to year indicate how each class of factor- 
owner has fared relatively, in long-run or 
secular terms as well as during prosperity and 
depression. It should be noted, however, that 
a change up or down in the share of a given 
class docs not show that individual house¬ 
holds in the class are better or worse off. It is 
necessary to know also whether the number of 
owners in the class has increased or decreased 
more than the total income-share has changed. 
Third is the distribution among certain broad 
industry groups such as manufacturing workers 
versus farmers. This item is of interest for the 
same reasons as the second item. 

Data on the first kind of income-distribution, 
i.e., among individual households, has been 
obtained from time to time by various govern¬ 
ment agencies (such as the federal Bureau of 
Labor Statistics) and private research agencies 
(such as the Survey Research Center of the 
University of Michigan). Data on the second 
and third kinds are available from two main 
sources: (1) The Department of Commerce 
provides annual total dollar figures beginning 
with 1929, and there are certain private esti¬ 
mates for earlier years. (2) The index numbers 
based on the wholesale and retail price data 
and the wage-rate data collected by the Depart¬ 
ment of Labor (BLS) provide a basis for com- 
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paring the income positions of various labor 
groups, farmers, and other classes of income 
receivers, at least during periods of full em¬ 
ployment. If manufacturing-plant workers' 
average hourly earnings (one measure of wage 
rates) have risen more rapidly than the cost 
of living, and if farm-product prices have 
risen faster than the prices of the products 
bought by farmers the same time that the 
hourly earnings of office workers and interest 
rate paid to savers have risen less rapidly than 
the cost of living, we may say that income has 
been redistributed in favor of manual workers 
and farmers and against white-collar workers 
and contract-savers. 

e. Changes in Quantities of Resources and in 

Technology 

Increases in the amount of labor, capital, 
and natural resources are, when the resources 
are fully utilized, reflected in increases in the 
national real income. So are improvements in 
technology, which make the resources more 
effective in producing income. 

We may obtain data on changes in the 
potential labor resource from the population 
statistics collected or estimated by the federal 
Bureau of the Census. Data on changes in the 
actually available labor force arc provided, as 
previously indicated, from the same source. 
There is no time series on total capital in the 
United States, but the national income sta¬ 
tistics issued every year by the Department of 
Commerce contain information on gross and 
net capital formation, the latter figures being 
the significant ones for learning changes in the 
capital resource. The discovery and develop¬ 
ment of new national resources, as well as the 
depiction of existing resources, should be re¬ 
flected in the net-capital-forraation figures. 

Statistical representations of attempts to 
improve technology may be had from figures 
showing private and public expenditures on 
technological research. The effectiveness of 
actual inventions and innovations is perhaps 
best revealed statistically in time series show¬ 
ing changes in physical output per labor-hour, 
for the economy as a whole and for various 
industries. Such statistics are published from 
time to time mainly by the Federal Bureau of 
Labor Statistics and the (private) National 
Bureau of Economic Research. 


2. Some of the Available Data 

Let us look now at some of the data that 
are available on the national real product over 
a period of years. As already stated, these 
figures will reveal the net effect of most of the 
five major items that determine total want- 
satisfaction in the economy. After we have 
considered the income information, we shall 
look at some of the data on the five items 
themselves. 


a. National Income Statistics 

(1) Nature and Meaning. Before we analyze 
the information on changes in national real 
output, we must first understand the nature 
and meaning of the statistics for any one year. 
Our paramount concern is with changes in the 
national product and its components. We wish 
to discover these changes in order to obtain 
some idea of changes in want-satisfaction or 
welfare and to find the points at which gov¬ 
ernment controls might be introduced to in¬ 
crease welfare (mainly by maintaining full 
employment and avoiding inflation). But first 
we must be able to define the national output 
and its chief components. 

(a) Three Concepts of National Product. The 
discussion in Chapter 23 (pages 417-421) will 
serve as the basis for a more detailed analysis 
here of the meaning of the national product 
and its parts. Further details are necessary 
because in Atomisia (1) we disregarded govern¬ 
ment revenues and expenditures; and (2) we 
assumed there were no corporations. 

In the national product data collected and 
published by the Department of Commerce 
there are three aggregates that we must under¬ 
stand: gross national product (GNP), net 
national product (NNP), and national income 
(NI). In Chapter 23 we distinguished only 
GNP and NNP; that is, we considered NNr 
and NI to be the same thing. We shall sec in 
a moment why we now have also to distin¬ 
guish NNP and NI. Any of these three items, 
as in Chapter 23, may be thought of from two 
standpoints: (1) the sura of the receipts ob¬ 
tained by the households which, as represented 
in firms and government , contributed to the pro¬ 
duction of the national product; and W 
sum of expenditures by households, flow. * 
government on the products created during 
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TABLE 


73 


Three Concepts oj Total National Product 
(Data for 1948, in billions of dollars) 


Receipts from (Cost* of) Sole of Product* 


Grot* Notional Product (GNP) 

(exclude* the duplication involved in 
inler-flrm purchases) 

Minus capilol consumption allowances 
(depreciation, accidental damage, and 
capilol outlays charged to current 
expense) 15./ 

Equols Net Nationol Product (NNP) 

Minus the algebraic sum of indirect taxes' 
and other items (+) on firms and govern¬ 
ment subsidies ond other item* ( - ) 20 .! 

Equals National Income (Nl) 

Wages, salaries, supplements 7 140.3 

Inlorest payments to households (including 
'Vents”) 10.4 

Incomes of unincorporated firms 42.S 

Corporation profits (equity) 32.< 

Dividends +7.9 

Undistributed profits +13.2 

Corporation profit taxes + 13.6 

Inventory valuation adjustment 1 —2.1 


Expenditures on Products 


Gross Notional Product (GNP) 

(value of oil finished products at market 
prices) 

Households' spending on consumption 
products 

firm’s spending on domestic investment 
products (gross) 

Net foreign investment' 

Government spending on products ond 
foctor services 

Minus copilot consumption allowances 
Equals Net Notional Product (NNP) 

(at mortal prices) 

Households' consumption spending 
Firm's net investment spending 
Government spending 
Net foreign investment 


Minus indirect foxes plus subsidies 
Equals Notional Income (Nl) 


Source: Department of Commerce, Nationol Income Sopplomont. July. 1949. 

Includes sales, excise, ond other taxes but does not include taxes on corporation profit*. 

, employers' contributions to social insurance. 

* n * e “° f r b ~ ow ‘ # - 'fie prke level changes, the value of accumulated inventories change,, thu, changing 

SKS.M|£ 1 ^ 215 ?“ **• " 0,1 °" 0 ' — *•— -'r O- d»»g. in quantity cl 

Wk0 " """ 0nd •"»... of foreign ond 

* Including abnormal profits. 


the period. From the first point of view, we 
may also think of the dollar value of the 
national product as the total cost (including 
abnormal profits) of producing this product; 
for the receipts from the sale of the proJuct 
are apportioned as costs among the house¬ 
hold-owners of factor services employed by 
firms and as costs of operating the govern¬ 
ment representing the households. 

The data in Table 73 for the year 1948 show 
the relation of the three national-product 
concepts to each other from both standpoints 
listed above. On the left-hand side of the table 
we see that the 1948 current-price value of the 
^ was $262.4 billions. This figure is to be 
taken as representing the total dollar receipts 
from the sale of (or the total cost of, plus ab¬ 
normal profits from, producing) the national 


output of finished products after all double¬ 
counting due to inter-firm purchases of ma¬ 
terials has been removed. But during that year 
s°tnt of the output of preceJwg years (accumu¬ 
lated capital) was used up or accidentally 
damaged or became obsolete. The value of this 
used-up capital (usually called -depreciation") 
must be subtracted from the gross national 
product in order to give us a net-product figure. 
Usually there is some replacement of the used- 
up capital. But to whatever extent there is re- 
placement in any year, it represents no net 
addition to the nation's capital. And if there 
were no replacement at all, we would still have 
to deduct the full amount of capital consump¬ 
tion or depreciation from a GNP in order to 
obtain the NNP. If we subtract the 1948 
amount of capital consumption ($ 15.7 billions) 
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from the GNP, we arrive at the NNP figure of 
$246.7 billions. However, this figure does not 
represent only the factor cost of producing the 
national product; that is, it includes more than 
the money receipts obtained by households 
from the sale of factor services to firms and 
government. It includes indirect taxes (e.g., 
the amounts of sales and excise taxes) which 
are part of firms' sales receipts but are not paid 
to factor-owners, and it leaves out subsidies 
which are paid to factor-owners. The taxes 
must be subtracted and the subsidies (as a 
contribution to production) must be added, 
leaving us with a figure more truly representa¬ 
tive of the net output during the year—the 
national income of $226.2 billions in 1948. It is 
this figure which is the sum of the payments 
by private firms and by government to Amer¬ 
ican households for the use of their factor 
services in productive endeavor. For their 
labor-hours the households received $140.3 
billions. For their contract savings lent to 
firms or invested in 'Tent” (not "economic” 
rent)-bearing property they received total in¬ 
terest payments in the form of rent payments. 
As owners of incorporated firms using their 
equity savings, certain households received or 
permitted to be retained in the business, before 
taxes, a total of $32.6 billions. As owners of 
unincorporated firms, certain other house¬ 
holds, such as farmers and physicians, received 
a small part of their $42.9 billion total income 
as earnings on equity savings. But from the 
economic standpoint most of this figure is 
labor income and should be added to the 
$140.3 billions mentioned above. Apparently 
there is no statistically reliable way of break¬ 
ing up the $42.9 billions into its economic 
components. 

It should be noted that the GNP, NNP, or 
NI figures for any year tend greatly to under¬ 
state the actual values of national product and 
income because of two statistically necessary 
omissions. First, as any one knows who has 
had housecleaning or food preparation done 
by a domestic servant, these services have 
economic value. But when performed by house¬ 
wives, they do not show in the national 
product because there is no market measure 
of their value. If two housewives of equal 
competence worked for each other, rather 
than in their own homes, and paid each other 


$30 a week, there would be no difference in 
'Teal” national output, and each household 
would be no better or worse off than before. 
But the national-income statistics would now 
record these market transactions and would 
be $3120 (2 X 32 X $30) higher for the year. 
Second, no value is given to that great product 
of households' decisions, leisure. 

Now consider the right-hand side of Table 
73, which shows the gross and net expendi¬ 
tures of the three main economic groups— 
households, firms, and government. We see 
that the product totals arc the same as on the 
left-hand side; that is, the total receipts from 
the sale (total cost) of the national product, 
gross or net, are equal to the amounts spent 
on the products, gross or net. And, as we 
know from previous discussions and shall see 
statistically later, the value of the gross and 
net products must vary as the total expendi¬ 
tures on these products vary. 

Why is it desirable for us, as students of 
welfare economics, to know and be able to 
distinguish these three different concepts of 
the national output? Because, in general, when 
we consider changes over a period of years in 
the totals and their components, we have 
a basis for discovering what caused the changes 
and what government controls may be neces¬ 
sary to achieve full resource-utilization or to 
prevent inflation. 

Wc are interested in the national income 
figure (and in changes in it) because it shows 
the end result of the economy’s productive 
efforts. It measures the net output by the 
primary productive factors during each year— 
the value added during the year’s efforts, with 
the values contributed from previous years 
eliminated. The national-income figure, in 
short, is the appropriate criterion of the na¬ 
tion's success in economizing when wc con¬ 
sider yearly changes. Its secular trend represents 
in real terms the rate of economic progress. 
Cyclical fluctuations in real national income 
throw light on the extent of resource-utiliza¬ 
tion. Increases of the national income m 
money terms under full-employment conditions 
indicate in some degree the extent of price 
inflation. . . 

Changes in the components of national 
income are important also. If we consider 
national income as factor cost (as on the ower 
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left hand side of Table 73), changes in the 
components throw light on changes in the 
relative shares of the different classes of factor- 
owners in the economy's net output. If we 
consider national income as the sum (less 
indirect taxes, plus subsidies) of the net ex¬ 
penditures of the main classes of spenders, 
changes in the relative importance of the ex¬ 
penditure-components from year to year show 
where government controls may be exercised. 
For example, significant decreases in firms' net 
investment spending would indicate that gov¬ 
ernment should act either to increase its own 
direct spending on goods and services or to 
stimulate private consumption or investment 
spending, or both. 

The GNP figure (and changes in it and its 
components) is very important to us also. 
For one thing, it is likely to be a more accurate 
output figure than the net-income figures be¬ 
cause the depreciation of capital is hard to 
measure accurately. But the significance of the 
gross national product lies mainly in its being 
the best indicator of total spending and effec¬ 
tive demand in the economy during any period. 
After all, the spending for replacement of 
consumed capital (which spending does not 
appear in the net-product figures) is just as 
important in providing employment for re¬ 
sources as an equivalent amount of spending 
on net capital formation. In short, all expendi¬ 
tures on capital are a focal point of interest 
from the standpoint of employment. And from 
this standpoint, changes in the components of 
total gross spending (i.c., changes in the items 
shown in the upper right-hand side of Table 
73) are more important for the purposes of 
government control than changes in the com¬ 
ponents of the national income. 

The NNP figure is not so useful as the other 
two. But it does serve to show this: Part of the 
total amount spent by factor-owners on the 
economy's output of products goes not to 
the firms making the products but to help 
the government produce its own ''products'* 
(protection, control, etc.). It shows that the 
total market value of the nation's net output is 
higher (sometimes lower, if subsidies exceed 
indirect taxes) than the total receipts of 
factor-owners and, by the same token, than the 
total net cost (including all profits) of pro¬ 
ducing the output. 


T A B 1 l Personal Income oj House¬ 



holds (Data for 1948, in billions 
of dollars) 


1 National Income (Nl) 


226.2 

Minus: 

Undistributed corporation 




profits 

Corporation profits tox lia¬ 

+ 13.2 



bility 

Corporation inventory valua¬ 

+ 13.6 



tion adjustment 

Contributions for social 

-2.1 



insurance 

+5.1 


Phi: 

Net interest poid by govern¬ 
ment 

4.4 



Government tronsfer payments 

10.5 



Business transfer payments 

0.6 


Equals. 

Pertonol Household Income 


211.9 


Source: Department of Commerce. 


(b) Households' Receipts and Expenditures. 
Still more light on the operation of the econ¬ 
omy as a whole may be had if we begin with 
the national income figure on the left side of 
Table 73 and use its components, with some 
additions, to obtain figures showing the total 
money income received by households and the 
total amount of this available, after direct 
tax payments, for consumption spending and 
saving. The 1948 national income figure of 
$ 226.2 billions, as already stated, represents 
the total payments due to households from 
firms and government for use, during the year, 
of the factor services owned by the households. 
But this total docs not represent the number of 
dollars actually received by households during 
the year. Corporations withhold some of their 
earnings from household stockholders for in¬ 
vestment in the firm, for additions to surplus, 
and for payment of taxes to government. 
They also make social-security deductions 
from employees' wage incomes. All these are 
to be deducted from the factor-service-pay¬ 
ments total to help obtain a figure showing 
actual household income before taxes. How¬ 
ever, as Table 74 shows, some additions must be 
made before the proper total is found: Govern¬ 
ment pays interest to households which have 
lent it money. And both business and govern¬ 
ment, mainly the latter, make sizeable ''trans¬ 
fer" payments of social security, veterans’ and 
other benefits to the households. With these 
subtractions and additions we see that total 
household money income was $211.9 billions in 
1948. 
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TABLE 

75 


Disposable Household Income, 
Household Consumption Spend¬ 
ing, and Household Savings 
(For 1948, in billions of dollars) 


Personal (household) Income 



211.9 

Minus: Personal to* and no*v 




to* payments 


21.1 


Federal 

19.0 



State and locol 

2.1 



Equals: Disposable personal 




(household) income 



190.8 

Minus: Consumption spending 




by households 


178.8 


Equals: Households' savings 


12.0 



Source: Department of Commerce. 


Next question: What dijl the households do 
with this total money income? Table 75 sup¬ 
plies the answers: They paid income and other 

E srsonal taxes to government — over $21 
illions in 1948. Out of the remaining $190.8 
billions they decided to spend on consumption 
goods $178.8 billions and to save $12.0 billions. 
A more detailed statement is given below in 
Table 76, for 1948. 

Why are we concerned with the income-and- 
expenditure statistics of Tables 73-76? Be¬ 
cause, as a more detailed explanation of changes 
in total spending or effective demand in the 
economy from year to year, they assist in the 
objective of control. These statistics represent 
important components of the GNP. The per¬ 
sonal income figure anJ the methods of deriving 
it shown in Table 74 arc useful because (1) they 


throw light on ( a ) corporate saving (undis¬ 
tributed profits) and (6) government-produced 
transfers of purchasing power (interest and 
other transfer payments, such as unemploy¬ 
ment compensation); ( 2 ) they show household 
receipts before taxes are paid; and (3) they 
are a necessary step to the derivation of the 
very significant figure of disposable or spend¬ 
able household income. This disposable income 
figure for households is important because it 
is the largest source of total spending and 
changes in it are to be closely watched for the 
control of deflation or inflation. From the 
method of deriving this figure we can see how 
taxation and savings (unless used for invest¬ 
ment) reduce consumption spending and ef¬ 
fective demand. But it is changes in consump¬ 
tion spending and in its main components 
that arc of primary interest for control pur¬ 
poses. For example, a large fall in household 
expenditure on durable goods would, to many 
economists, be a signal for government support 
of such spending. 

(c) The Firms' Account. We may also draw 
up an account for American firms. Our aim 
here is to obtain two figures—one on the 
*’receipts’' side and the other on the 'ex¬ 
penditure” side—which will fit into the whole 
economy's account for receipts and spending. 
To do this, we must take out of the firms' 
gross account that part of their gross revenues 
which were used to make outpayments to 
household owners of factor services employed 
by the firms. This elimination, though optional 


TABLE 

76 


American Households ’ Account, 1948 
(In billions of dollars) 



Source: Department of Commerce. . ,, ..... 

1 Total wages, salaries, and supplements minus social security contributions. 
1 Interest and Vents" from private sources plus government net mterest. 

» Dividends from corporations plus income of non-incorporofed firms. 
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TABLE 

77 


American Firms' Account, 1948 
(In billions of dollars) 


Receipts 

Domestic Expenditures 
(Gross Investment) 

Excess of Receipts 
over Expenditures 

Item 

Amount 

Item 

Amount 

Amount 

Corporation net rovenue 

ieri"M 

Construction 

17.9 


Capital consumption allowance 


Capital equipment 

20.7 


Inventory valuation adjustment 


Chonge in inventories 

6.4 


Tox liabilities 





Dividends to households 

mssMi 




Total (undistributed profits ond 





additions to reserves) 

26 9 

Total 

45.0 

— 16.1 


Source; Deportment of Commerce. 


when we consider firms by themselves, is 
mandatory now in view of the above-stated 
objective, namely to consolidate the firms' 
account with those of households and govern¬ 
ment in order to obtain a consolidated account 
or budget for the whole economy. In other 
words, we concentrate on that part of revenues 
available for investment (including replace¬ 
ment) and on the actual gross investment 
spending of firms. This is done for corporations, 
1948, in Table 77. 

The firms’ account is important because, 
when analyzed for periodic changes, its com¬ 
ponents show not only changes in the firms’ 
profitability and in their own saving, on the 
receipts side, but also changes in their gross 
spending on various kinds of capital goods. 
We know how important the investment 
spending of firms is in relation to the national 
money and real product. If full employment 


exists already, an increase in private invest¬ 
ment spending should be a warning to govern¬ 
ment that inflation threatens. If, with or with¬ 
out full employment, there has been a decline 
in private investment spending , the govern¬ 
ment, according to an important school of 
economic thought, is on notice that, unless it 
can re-activate such spending (e.g., by lower¬ 
ing the interest rate), it should undertake some 
deficit investment-spending of its own. 

(d) Government s Account. A third account is 
for government. This is the now-familiar list¬ 
ing of tax receipts against expenditures. It is 
given in Table 78 for 1948. Note carefully, in 
passing, that these arc actual receipts and ex¬ 
penditures and involve transfer payments as 
well as payments for goods and services con¬ 
nected with productive activity. 

(e) The Economy's Account. Let us now com¬ 
bine these three accounts into one for the 


TABLE 

78 


American Government's Account, 1948 
(In billions of dollars) 


Receipts 

Expenditures 

Excess of Receipts 
over Expenditures 

in 

Amount 

Item and Government 
Arrisdktion 

Amount 

Amount 

reaerol 

State and local 

44.6 

15.6 

Goods and services 

Federol 



Totol 

60.2 

State ond local 

Transfers and other payments 
Total 

+8.4 

Wee; Department of Commerce. 























978 


THE UNITED STATES OF AMERICA 


TABLE 

79 


The American Economy’s Account, 1948 

(In billions of dollars) 


Closs of Economic Unit 

Amount of 
Receipts 

Amount of 
Expenditures 

Excess of Receipts 
over Expenditures 

Households (Table 76) 




Disposable income 

190.8 



Consumption spending 


178.8 


Savings 



+ 12.0 

Firms (Table 77) 




Undistributed profits and additions to reserve 

26.9 



Gross private domestic investment 


45.0 


Excess 



-18.1 

Government (Table 78) 




Receipts from the public 

60.2 



Payments to the public 


51.8 


Excess 



+8.4 

International transactions 




Net cash government loon transfers abroad 

1.3 



Net foreign investment 


1.9 

-0.6 

Minus adjustments necessary to eliminote transfer pay¬ 




ments and to obtain figures related only to goods and 




services 




For receipts 

16.8 



For expenditures 


15.1 

-17 

Tofol Gross Notional Product 

262.4 

262.4 

0 


Source: Deportment of Commerce doto ond Presidents Economic Report, 1949. 


whole economy—into what the President in 
his annual economic reports to the Congress 
under the Employment Act of 1946 has called 
the "Nation's Economic Budget." In making 
this consolidation we must make an adjust¬ 
ment in the account for government so as to 
include only net receipts from the public (i.e., 
we exclude amounts—"gifts"—transferred from 
the households, or part of them, back to the 
households, or part of them). We do this so 
that our GNP totals include only receipts and 
expenditures related to the production of goods 
and services. We must also bring transfers to 
and net investment in foreign countries into 
the consolidated account, for the United States 
is not a closed economy. (It should be under¬ 
stood that the $1-3 billions of transfers to 
foreign countries on the "receipts" side repre¬ 
sents not funds received from abroad but re¬ 
ceipts into the account ; that is $1.3 billion of 
investment by other countries was made pos¬ 
sible by the American loan-transfers to those 
countries.) 

This account for the whole economy ap¬ 
pears in Table 79. We see that, after transfer 
payments by the American government to its 
households have been eliminated and net for¬ 


eign investment has been taken into account, 
the total spending of households, firms, and 
government on final goods and services equals 
their total receipts from the production of 
these goods and services. These two totals 
measure the gross national product. If we de¬ 
ducted the capital-consumption item of $15-7 
billions (Table 73) from both sides of the 
ledger, we should have the net national prod¬ 
uct; and again total spending, this time in 
terms of goods and services produced only in 
the current year, would equal total receipts. 
We see also from the table that household 
savings plus the government surplus are, sub¬ 
ject to the adjustment figure, equal to the 
firms' excess of receipts over expenditures 
(negative in 1948) plus the excess of net foreign 
investment over loan transfers to others. 
This is merely another way of saying that 
there is no excess of total receipts over tota 
expenditures in the economy as a whole an 
that ex post saving must always equal invest- 

ment. . ~ • 

(2) Statistics over a Period of Years, (a) i* 
Money and Real-Income Data. Having studied the 
nature and meaning of the statistics, et 
turn to a consideration of the national inco 
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TABLE American Money and Real National Income, Total and Per-Capita, 
80 1839-1948 


Year or 
Average 
for 

Period 

National Income 

Year or 
Average 
for 

Period 

National Incomo 

In Current Dollars 

In 1939 dollars 

In Current Dollars 

In 1939 Dollars 

Total in 
Billions 

IlsSi 

Total in 
Billions 

Per 

Capita 

Total in 
Billions 

Per 

Capita 

Totol in 
Billions 

Per 

Capita 

1 


son 

4 

5 

6 

7 

8 

9 

10 

1839-48 

2.1 




1930 

75.0 

609 

62.4 

507 

1848-58 

3.4 




1931 

58.9 

475 

53.8 

434 

1859-68 

5.1 




1932 


334 

42.5 

340 

1869-78 

7.0 




1933 


315 

42.6 

339 

1879-88 

9.5 




1934 

■9 

385 

50.5 

400 

1889-98 

12.3 




1935 

56.8 

447 

57.6 

453 

1899-1908 

20.3 




1936 

64.7 

505 

64.9 

507 

1909-1918 

35.8 




1937 

73.6 

571 

71.3 

544 

1919 

68.1 

679 

47.5 

452 

1938 

67.4 

519 

66.5 

512 

1920 

69.2 

649 

43.1 

404 

1939 

72.5 

554 

72.5 

554 

1921 

51.9 

480 

39.5 

365 

1940 

81.3 

616 

80.7 

611 

1922 

59.7 

542 

48.3 

439 

194 1 

103.8 

779 

98.1 

736 

1923 

69.5 

622 

55.4 

496 

1942 

137.1 

1.017 

117.0 

869 

1924 

69.2 

610 

55.0 

486 

1943 

169.7 

1,248 

136.5 

1,000 

1925 

73.6 

640 

57.6 

502 

1944 

183.8 

1.331 

145.5 

1,054 

1926 

76.6 

659 

59.6 

512 

1945 

182.7 

1.309 

141.5 

1.0 14 

1927 

76.1 

645 

60.9 

515 

1946 

179.6 

1.272 

137.9 

9 77 

1928 

78.8 

656 

63.0 

525 

1947 


1.400 

125.9 

874 

1929 

87.4 

718 

70.9 

582 

1948 

mSsM 

1.543 

131.3 

896 


Sources: For yeors 19 19 lo 1948. Deportment of Commerce ond U. $. Buroou of labor Stotistkj. For yoori before 19 19 
Nationol Bureau of Economic Research and Nationol Industrial Conference Board. ' 


over a period of years, with a view to noting 
changes in the yearly totals and to obtaining 
from them some idea of the trend and fluctua¬ 
tions in total welfare. We use national income 
rather than GNP or NNP figures because, as 
previously stated, the first are the proper 
measure of value added” by the nation's 
productive efforts; they give us the best index 
of economic progress and changes in want- 
satisfaction. 

National-income figures for a period of 
more than a century are given in Table 80. 
From the data in columns 2 and 7 it is clear 
that, with the exception of a short-lived de¬ 
cline during the 1921-22 depression and a 
much longer period of decline during the 
'stagnant” 'thirties, the current-dollar value 
of the national output has risen steadily, and 
the increase has reached very high levels in 
recent years. But these are money-income 
hgures and reflect not only changes in physical 
output but also changes in the general level of 
prices. So it is necessary to try to reduce the 


money income figures to "real” figures by 
dividing them respectively, as shown in 
Chapter 24 (pages 486-489), by a series of 
index numbers reflecting the changes in the 
price level. Then we have the data in columns 
4 and 9. The income differences between boom 
and depression years are now not so striking. 
But they exist all the same. And even in real- 
income terms the large increases over the 
century are still apparent. Especially note¬ 
worthy arc the tremendous productive efforts 
during and after World War II, when the total 
net real national product was almost twice 
that of 1929, one of the best peace-time pre¬ 
war years. 

But even the real-income data fail to focus 
the picture in its proper welfare perspective, 
while total physical output was rising so 
greatly over the century, the economy's popu¬ 
lation was also increasing. If it rose faster than 
output, then want-satisfaction per person was 
declining; and vice versa. So we must divide 
the yearly income figures by the yearly popula- 
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TABLE 

81 


Estimated Difference Between Actual and Potential Real Income, 
1919-1938 


Yeor 

Estimated Differences 
(in billions of dol¬ 
lars, 1929 prices) 

Year 

Estimated Differences 
(in billions of dol¬ 
lars. 1929 prices) 

Yeor 

Estimoled Differences 
(in billions of dol¬ 
lars 1929 prices) 

1919 

-0.2 

1926 

+6.0 


— 30.7 

1920 

-0.6 

1927 

+5.1 


-25.8 

1921 

-6.2 

1928 

+ 3.7 

Bfl 

-22.9 

1922 

-3.5 

1929 

+7.5 

1936 

-15.1 

1923 

+ 3.7 

1930 

-1.3 

1937 

-10.6 

1924 

+ 3.4 

1931 

-14.2 

1938 

-16.2 

1925 

+ 3.3 

1932 

-29.8 

Totol Net for 
all years 

- 144.4 


Source: Simon S. Kuznets, Nalionol Income, a Summary of Findings, Notional Bureoo of Economic Research, 1946, pp. 78 ff. 


tion figures. When this is done, we obtain the 
per-capita money-income data in columns 3 
and 8 and the per-capita real-income data in 
columns 5 and 10. And we see now that (1) 
there are still cyclical fluctuations; and (2) the 
long-run increases, although still large, are 
substantially less than for the total-income 
figures. In fact, per-capita real income during 
the worst years of the thirties was lower than 
it had been 20 years earlier. 

The changes in the real-income totals given 
in columns 4 and 9 of the table reflect changes 
in the five basic conditions mentioned at the 
beginning of the chapter—to a small degree, 
changes in the efficiencies and inefficiencies 
with which resources are allocated, and 
changes in income distribution; and to a con¬ 
siderably greater degree the various changes in 
the extent of resource-utilization, the quanti¬ 
ties of resources, and technology. (The rear* 
per-capita data of columns 5 and 10 reflect all 
these things also except changes in the popula¬ 
tion resource.) Let us therefore consider some 
data on these major determinants, with a 
view to explaining the yearly changes in the 
real-income statistics. 

b. Data on Extent of Resource-Utilization in 
Relation to Changes in the National Income 

(1) Actual versus Potential Real Income. The 
•Teal” national income figures, as they stand 
in Table 80, suggest that there have been wide 
fluctuations in the extent of resource-utiliza¬ 
tion. If we further process these figures, we 
may acquire a somewhat more exact impres¬ 
sion of the loss to national income resulting 


from unemployment. The results of such a 
processing are given in Table 81. The figures 
of this table try to give some idea of the yearly 
differences between what the national real 
income actually amounted to and what it 
might have been with reasonably full resource- 
employment. During the seven ' rich” years of 
the Twenties, according to the "conservative" 
estimator, the actual real income exceeded 
somewhat the figures that might have been 
expected in terms of past performance with 
reasonably full employment. But 1921 and 
1922 were "poor” years; and the effects of the 
depressed conditions of the Thirties stand 
clearly revealed. Altogether, the "negative" 
years show an estimated total loss in real in¬ 
come of about $177 billions. The extent of 
"over-utilization" of resources during the 
prosperous Twenties is represented by a total 
of $33 billions. Subtracting the latter figure 
from the total-loss figure, we have an estimate 
of $144 billions (at 1929 prices) as the net loss 
in national real income for the 20 *ycar period. 

Let us inquire a little into the method of 
estimating the annual departures from the 
reasonably-full-utilization incomes. If we un¬ 
derstand this method, we shall be in a better 
position than otherwise to consider secular 
economic progress in America. The estimator 
(designated in the footnote to the table) es¬ 
tablished for 1919, the first year of the period, 
a full-employment national-income figure. 
Then he increased this total year by year 0) 
a calculated reasonable rate of increase for tnc 
whole period. And finally he compared the 
actual performance for each year with tne 
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CHART Cyclical Fluctuations and the Secular Trend 

139 



Year 


above-estimated full-employment or potential 
performance. The critical part of the whole 
procedure is the calculation of a reasonable 
annual rate of increase for full-employment real 
income. At first thought, it might seem that 
the proper rate of increase could be derived 
from the average rate during cyclical up¬ 
swings. But such a method would be invalid: 
Part of the high rates of increase during these 
phases of the cycle is due to the re-employment 
of existing unemployed resources. In other 
words, these rates could hardly occur if the 
resources were fully employed to begin with. 
And what we are interested in is precisely the 
rate of increase that could have existed if the 
economy had started with and maintained con¬ 
stantly the condition of full employment. So 
the estimator properly obtained his rate of 
increase for full-employment income by cal¬ 
culating the average actual rate for the whole 
period, which included downswing and de¬ 
pression as well as prosperity phases of the 


cycle. Here the abnormal rates of income- 
increase during business upswings was cor¬ 
rected by the negative rates of downswings. 

In effect, a trend line was fitted to the actual 
business cycles—a line such as line A in Chart 
139. Such a line eliminates the cycles; the 
prosperity peaks are above it and the depres¬ 
sion troughs arc below it. It is “in the middle," 
a sort of average. But it is not a full-employ¬ 
ment line, insofar as its position on the chart is 
concerned. It portrays a rate of income-increase 
that could reasonably have been maintained 
if steady full resource-utilization had pre¬ 
vailed; but, having been derived from unem¬ 
ployment as well as full-employment figures 
of income, its position is too low to show real 
income over a long period of nothing but full 
employment. So in effect the estimator lifted 
the whole trend line from the A position to 
the one shown on the chart by line D. And he 
played safe by keeping it a little below the 
peaks ot the booms, when over-utilization of 
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TABLE 

82 


Labor Employment and Unemployment, 1900-1948 
(.In millions of persons, monthly averages) 


Yeor 

Totol 

Civilian 

Labor 

Force 

Totol Employment 

Total Unemployment 

Yeor 

Totol 

Civilion 

Labor 

Force 

Totol Employment 

Total Unemployment 

Number 

Per Cent 
of Labor 
Force 

Per Cent 
Number ' of Labor 
Force 

Number 

Per Cent 
of Labor 
Force 

Number 

Per Cent 
of labor 
Force 

1900 

1901 

1902 

1903 

1904 

1905 

1906 

1907 

1908 

1909 

1910 

1911 

1912 

1913 

1914 

1915 

1916 

1917 

1918 

1919 

1920 

1921 

1922 

1923 

1924 

29.0 

30.0 

30.9 

31.8 

32.6 

33.7 

34.6 

35.6 

36.6 

37.5 

38.1 

38.7 

39.1 

39.6 
40.0 

40.1 

40.3 

40.8 

4 1.1 

41.2 

41.9 

42.4 
43.0 
43.8 

44.5 

27.4 
28.2 

30.4 
30.3 

31.2 
33.0 

34.8 

34.9 

34.3 
36.7 
37.6 

37.1 

38.2 

38.5 

37.6 

37.7 

40.1 

42.7 

44.2 
42.0 

41.3 

37.7 
40.0 
43.0 
42.5 

94.6 

94.1 
98.5 

95.3 

95.7 
98.0 
100.6 
98.0 

93.8 
98.0 

98.5 
96.0 

97.8 

97.3 
94.0 
94.0 

99.6 
104.7 

107.6 
101.9 

98.6 

88.9 
93.0 

98.2 
95.5 

1.6 

1.8 

0.5 

1.5 
1.4 
0.7 

-0.2 

07 

2.3 
0.8 
0.5 

1.6 
0.9 

1.1 

2.4 
24 
0.2 

-1.9 

-3.1 

-0.8 

0.6 

47 

3.0 

0.8 

2.0 

5.4 
5.9 

1.5 

4.7 

4.3 
2.0 

-0.6 

2.0 

6.2 

2.0 

1.5 

4.0 

2.2 

27 

6.0 

6.0 

0.4 

-4.7 

-7.6 

-1.9 

1.4 
11.1 

7.0 

1.8 

4.5 

1925 

1926 

1927 

1928 

1929 

1930 

1931 

1932 

1933 

1934 

1935 

1936 

1937 

1938 

1939 

1940 

1941 

1942 

1943 

1944 

1945 

1946 

1947 

1948 

45.0 

46.0 

46.9 

47.9 

48.4 

49.0 

49.6 

50.1 

50.7 

51.3 

51.8 

52.2 

52.7 

53.2 

53.8 
55.6 

55.9 

56.4 

55.5 

54.6 

53.9 
57.5 

60.2 
61.4 

44.2 

45.5 

45.3 
46.1 
47.9 
46.1 

42.5 

38.7 

38.8 

41.5 

42.7 

44.8 

46.3 

43.4 
45.0 

47.5 

50.4 

53.8 

54.5 
54.0 

52.8 

55.3 
58.0 

59.4 

98.2 

98.9 

96.6 

96.2 
99.0 

94.1 

85.7 

77.2 

76.5 

80.9 

82.4 

85.8 

87.9 

81.6 

83.7 

85.5 
90.0 
95.4 

98.2 

98.9 
98.0 

96.2 

96.3 

96.7 

0.8 

0.5 

1.6 

1.8 

0.5 

2.9 

7.1 

11.4 
11.9 

9.8 

9.1 

7.4 

6.4 

9.8 

8.8 

8.1 

5.5 

2.6 

1.0 

0.6 

1.1 

2.2 

2.2 

2.0 

pi 

m 

H 


Sources: For years 1940-48, Deportment of Commerce; for eorlier years. Notional Industrial Conference Board. Negotive 
unemployment is said by the NICE to hove existed in 1906. 1917, 1918, and 1919 becouse personi were then work¬ 
ing who were not ordinarily counted os members of the work force. This concept is not used by the Department of 
Commerce. 


resources might have existed. (The over¬ 
utilization of resources might have existed in 
the sense that during the peaks some house¬ 
hold-members might have been drawn into 
production who would not normally, under 
conditions of steady full employment, have 
offered their services in the labor markets.) 

(2) Labor-Employment Data. Now let us 
consider another kind of evidence on the extent 
of resource utilization in the United States, 
namely data on the employment and unem¬ 
ployment of labor. Table 82 presents data, 
showing the estimated total labor force, the 
amounts of employment and unemployment, 
and the percentages which employment and 
unemployment were of the total labor force 
for the period. Again, by this test, the ’thirties 
stand out as the decade of great resource- 
waste. In only one other year (1921) was the 
extent of labor utilization less than 90 percent. 


It required global World War II, with its 
tremendous increases in government spending, 
to achieve full employment once more. Due 
the full utilization of resources continued 
after the war, within the framework of the 
economic and political, national and inter¬ 
national conditions of those years. The great 
reservoir of consumer spending dammed up 
during the war, plus the very large private- 
firm investment spending for re-tooling to 
peace-time production, plus the government 
spending in Western Europe to restore this 
area and stop the westward political march 
of Russia all spelled a continuation of full 
employment (and inflation). . 

(3) Data on Work Stoppages because of Labor 
Disputes. As pointed out in an earlier chapter, 
waste through the idleness of labor may resu t 
from voluntary as well as involuntary unem¬ 
ployment. One reason why product-supply 
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TABLE Work Stoppages in the United States, 1881-1948 

83 


Period 

Stoppages 

Average number per year 
of workers involved 
(in Ihovsonds) 

Man-days Idle 
(in millions) 

1881-85 

530 

175 


1886-90 

M 10 

370 


1891-95 

1/440 

390 


1896-1900 

1.390 

385 


1901-05 

2,900 

585 


1906-10 

3,020 

475 


1911-15 

3.110 

775 


1916-21 

3,500 

1,800 


1922-27 

1,160 

685 


1928-32 

760 

290 

7.7 

1933-37 

2,500 

1,280 

18.8 

1938-42 

3,030 

1,128 

12.2 

1943-48 

4,236 

2,7.2 

40.8 

1919 

3,630 

4.160 


1945 

4.750 

3.470 

38.0 

1946 

4,985 

4.600 

116.0 

1947 

3,693 

2.170 

34.6 

1948 

3,280 

1,933 

34.0 


Source: G. I. Griffin, Strikes, Columbia University Pre»», 1939 ; U. S. Bureau of Lobor Statistics. 


curves did not shift as far to the right as might 
have been expected after World War II—and 
one reason, therefore, why there was a smaller 
output than was possible, together with such 
a great price inflation after the war, once the 
government controls were removed—was the 
wave of big-post-war-strikes. The statistics in 
Table 83 show how great were the increases 
in strikes, strikers, and man-days lost. The 
effect of strikes on national real income cannot 
be estimated accurately because of the interde¬ 
pendence among specializing firms. A strike in 
one plant may, if it goes on long enough, 
cause shutdowns in other plants which use the 
struck plant’s products. A strike in a whole 
important industry like bituminous coal may 
eventually paralyze most industrial activity. 
But usually the indirect effects cannot be 
estimated. It would be wrong to exaggerate 
the effects of most strikes; cyclical business 
down-swings, even the more moderate ones, 
cause much greater losses in income and em¬ 
ployment than strikes do. But their effects are 
not inconsiderable and merit attention. 

C. Data on Changes in Resources and Technology 

As previously stated, the secular trend in 
American real income, by being a sort of 


'average" of cyclical fluctuations, banishes 
these fluctuations and represents the amount 
and rate of economic progress as set mainly 
by the conditions and decisions affecting the 
quantity of resources (population, capital 
equipment, and developed natural resources) 
and the state of technology. Given the full 
utilization of resources, the greater the rates 
of population growth, net capital formation, 
discovery of new natural resources, and tech¬ 
nological advance, the higher the national 
real income and the greater the rate of its 
growth. And vice versa. 

Statistics on periodic changes in population, 
the labor force, net capital formation, and 
labor productivity (as an index of technologi¬ 
cal improvement) have been given in our 
chapters on the setting for American econo¬ 
mizing and in this chapter. (Refer to Tables 
4 2 ~55.) Our interest here is in analyzing 
briefly these changes in relation to the secular 
changes in real income. From the available 
data the following conclusions appear to be 
justified: (1) Even without consideration of 
the depression and ’•stagnation" of the ’thir¬ 
ties and with due regard for the developments 
during and after World War II, the rate of in¬ 
crease to the national real income seems to 
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have been diminishing over the period of 
a century. Bear in mind, however, that the 
real-income figures take no account of the 
want-satisfaction derived by the very large 
reductions in the length of work-week. There 
is no way of knowing what a century-long 
index of total "utils” would be like. But it 
may be hazarded that even such a series of 
index numbers would show a somewhat 
diminishing rate of increase (but much less so 
than the series we do have). (2) The rate of 
resource accumulation has also been diminish¬ 
ing, particularly the rate of population growth. 
(The rate of increase in the total labor force 
has fallen less than that for population; in 
other words, the proportion of the population 
in the labor force has risen.) The rate of net 
capital formation has also declined somewhat. 
During the latter half of the nineteenth cen¬ 
tury, net capital formation was about 15 
percent of the national income; from 1900 to 
1930 it was about 12 percent; and, without 
regard to stagnant ’thirties, the 1946-48 per¬ 
centage was about 10 percent. There are no 
statistics on the matter, but there has un¬ 
doubtedly been a slowing-up in the quantities 
and qualities of new natural resources dis¬ 
covered and being utilized. 

(3) There is no evidence that the rate of 
technological change has risen or fallen secu¬ 
larly. This rate, moreover, may either rise or 
fall in the future. But since real income per 
person in the population and per person in the 
work force has increased at a diminishing rate, 
it is clear that any increase in the rate of tech¬ 
nological change was not enough to offset the 
diminishing rates of population and capital 
growth (unless perhaps leisure is brought into 
the picture). (4) Nevertheless, one would be 
over-hasty to conclude that the national real 
income will continue to increase at a diminish¬ 
ing rate in the future. We may be on the eve of 
tremendous technological advances that would 
shift the MPP curves of labor and capital far 
up-rightward. (5) In the absence of accurate 
measures of technological change and new 
resource-discovery, it is impossible to say 
how much of the increase in total real income 
has been due to changes in each of the de¬ 
terminants. However, we do have accurate 
measures of changes in population and labor 
supply, and the effect of changes in this re¬ 


source can be separated out. One estimator, 1 
for the period 1875-1925, has ascribed about 
35 percent of the $59 billion increase in na¬ 
tional real income to the increase of 30.5 
millions in the labor force, leaving $38 bil¬ 
lions, or about 65 percent, to be ascribed to 
net capital formation, technological advance, 
etc. (6) There would be little point in compar¬ 
ing actual with potential changes in quanti¬ 
ties of resources and technology even if we 
could (and we can't). The actual changes for 
a given period were the result of the decisions 
made by the households, firms, and govern¬ 
ment during the period. Later generations 
would have benefited from prior decision to in¬ 
crease the labor force, capital, and technology 
at more rapid rates, i.e., from prior decisions to 
sacrifice more leisure, higher living standards, 
and more consumption. But the preferences 
and decisions of each generation were presum¬ 
ably compelling and sufficient, insofar as we 
can assume awareness of alternatives and 
rational choice among them. 


d. Data on Resource-Allocation and Income Com¬ 
position 

For the reasons given earlier in the chapter 
there are no over-all statistical data which 
would enable us to discover what changes 
have occurred in the degrees of monopoly and 
monopsony, ignorance, immobility, ineffi¬ 
ciency of firms, and other conditions affecting 
the degree to which resources are properly 
allocated. Therefore we cannot discuss any 
changes in the national real income that might 
possibly have occurred because of changes m 
the allocation conditions. 

It may, however, be of some interest to note 
what the actual allocation of resources anJ 
composition of income were over a period of 
years. Accordingly we shall look at (1) what 
products households, firms, and government 
spent their money incomes on; (2) how much 
income was produced by different industries; 
and (3) the distribution of labor employment 
among the various industries. The student 
will find even more detailed tabular material 
on each of these items for the years beginning 
1929 in the Department of Commerce s rla- 


• Simon Kuzncts. in National Income: A Summon o/M 
gs. National Bureau of Economic Research. New ork. 
>46. pp 45-46. 
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TABLE 

84 


Resource-Allocation From the Standpoint of Expenditure 
(In millions of current dollars) 


Clots of Spending Unit and 
Class of Item 

1929 

1932 

1937 

1938 

1940 

1942 

1944 

1948 

Gross National Product 

103.828 

58,340 

90,213 

84.683 

101,443 

161,551 

213.688 

262,434 

Household spending 

78,761 

49.208 

67.121 

64.513 

72,052 

9 1.161 

111,550 

178,788 

Durable goods 

9,362 

3,694 

7,005 

5754 

7.854 

7,060 

7.103 

23,519 

Nondurable goods 

37,742 

22.743 

35.232 

34.032 

37.594 

52,871 

67,054 

102,200 

Services 

Firms’ gross investment 

3 1,657 

22.771 

24.884 

24.727 


31,230 

37,393 

53,069 

spending 

15,824 

886 

11.440 



10,873 

7,714 

45,008 

Now construction 

7,824 

1,668 

3,687 



3,951 

2,817 

17.892 

Durable equipment 

6,438 

1781 

5,444 


wtm 

4,857 

5,706 

20,66 1 

Chonge in inventories 

1,562 

-2.563 

2.309 

-973 

2775 

2.065 

-809 

6,455 

Net foreign investment 
Government spending on 

771 

169 

62 

1,109 

1,509 

-207 

- 2,099 

1,901 

goods and services 

8.472 

8,077 

11,590 

12750 

13,933 

59.724 

96,523 

36.737 

Federol 

1.311 

1,480 

4.552 

5.280 

6.170 

52,027 

89.006 

20,897 

War l 

Non-war f 

1,344 

1,484 

4.557 

5,286 

2,223 

3,956 

49.567 

2,664 

88,615' 

1.552J 

21.502 

Less: Government soles 

33 

4 

5 

6 

9 

204 

1,16 1 | 

605 

Stale and local 

7.161 

6,597 

7.038 

7.440 

7763 

7.697 

7.5 17 

15,840 


Source; Department of Commerce. 




Resource Allocation From Standpoint of Origin of National Income 

(In millions of current dollars) 


Industry Group 


Totol. all industries 
Agriculture, forestry, and 
fisheries 

Mining 

Contract construction 
Manufacturing 
Wholesale and retoil trade 
Finance, insurance, real estate 
Transportation 
Communication and public 
utilities 
Services 

Government & government 
•nterp rises 
fi*«t of the world' 


Source: Department of Commerce 
1 Reflects employment of U. S. Citizens by 


1929 

1932 




1942 



87.355 

41.690 

73.627 

67.375 

81.347 

137.119 

183,838 

226,204 

8,002 

2.097 

3,691 

22.012 

13,090 

13,098 

6,562 

3,080 

680 

1,030 

7.196 

6.290 

6,452 

3.133 

7.249 

1.941 

2,017 

19.304 

11.938 
7.943 
4.530 

6.003 

1.483 

1,930 

14,997 

11,652 
8.026 
3,961 

6.599 

1,903 

2.593 

22,368 

13748 

8,489 

4.915 

12.875 

2,599 

6,625 

45.239 

19.055 

11,052 
8,462 

14.830 

2,950 

4,375 

60,456 

25.137 

13,088 

11.197 

22,468 

4.903 

10,174 

68,217 

45,094 

16.727 

12,194 

2.878 

10,168 

2,281 

6,006 

2713 

8.049 

2713 

7728 

3,039 

8,637 

3.659 

10.870 

4.100 

13,268 

5.926 

20,039 

5.114 

643 

5.171 

371 

7795 

148 

8.548 

334 

8,796 

260 

16.445 

238 

34.211 

226 

19,998 

464 


foreign governments and international organizations. 


tional Income Supplement of July, 1947, to the 
monthly Survey of Current Business. There is no 
space for reproduction of the details here. 

c must content ourselves with (1) recalling 
the data already presented in Tables 76-79 
0t ( r! S cha P ter and in Tables 43, 48, 53, and 54 
ol Chapters 35 and 36; and (2) studying the 


summary statistics set forth in Tables 84-5 
above. 

As noted before, there are no statistics to 
tell us how far the above allocations departed 
from the optimum ones, given the distribution 
of money incomes among households for the 
respective years; or what the optimum alloca- 














986 


THE UNITED STATES OF AMERICA 


TABLE 

86 


Income Distribution Among American Households 


Income Closses of 
Households Grouped 
from Lowest to Highest 
Income Receivers 

Percentoge of Totol Civilian Money Income Received 

By Each Class 

1935-36 

1941 

1946 

1947 

Lowest fifth 

Second fifth 

Third fifth 

Fourth fifth 

Highest fifth 

4.0 

87 

13.6 

20.5 

53.2 

3.4 

87 

15.3 

22.0 

50.6 

4.4 

10.6 

16.0 

22.1 

46.9 

4.3 

10.4 

16 7 

22.8 

46.3 


Wce: 1948 ond 1949sce Appeftdi * b ° # '•**"* *»* <>< 
wed to moli* the bone do to for the four yeon comparable. 


tion would have been if income had been 
less unequally distributed. 

e. Data on Income Distribution 

Let us finally consider data showing changes 
in the distribution of income. As earlier stated, 
such changes make little difference in the 
national physical-income figures. But they do 
affect the income-composition data just pre¬ 
sented, and they do make considerable differ¬ 
ence in total want-satisfaction. We shall con¬ 
sider three sets of data on income-distribution. 

(1) Distribution by Si^e-of-Income Classes. 
Summary statistics on the first of our three 
income-distribution questions (page 971) are 
presented in Table 86. Two facts stand out: 
(1) The total personal income of the economy 
is very unequally distributed among the house¬ 
holds. (2) The concentration of income among 
the wealthiest households decreased somewhat 
during the decade, and the households that 
gained the most from this re-distribution were 
in the middle-income groups. Although ade¬ 
quately comparable data are not available for 
years before 1935, the information that does 
exist for these earlier years (such as 1910 and 
1929 ).suggests that the trend just noted is the 
continuation of one that has been going on for 
a considerable period. 

But how well off were American households 
during the prosperous years of 1946 and 1947 
in terms of the amount of money income 
needed to buy the quantities and qualities of 
products needed for healthful, efficient living? 
To answer this quesion we may compare the 
income-distribution data from which the 


figures of Table 86 were derived with some 
estimate of the above-mentioned amount of 
money income. For many years the Federal 
Bureau of Labor Statistics has been pricing in 
some 30 American cities a budget of quantities 
and qualities of goods and services which the 
Bureau believes will provide, for a family of 
husband and wife and two dependent children, 
a level of living considerably higher than 
mere subsistence but well below the luxury 
plane—in short, a modest but "American'' 
plane of living. In 1947 the average cost of 
this budget among the cities came to about 
$3200. The significant fact is that about one- 
third of all the American households received 
money incomes lower than this amount. In 
other words, this fraction of families in "the 
richest country in the world" failed to obtain 
the "minimum" level of "satisfactory" living, 
as defined by the government agency. 

(2) By Class of Factor Service. Statistics on the 
second (and to some extent on the third) of 
our income-distribution questions are pre¬ 
sented in Table 87. A number of interesting 
points stand out: First, with respect to total 
labor income (which includes the salaries of 
corporation heads as well as the wages of 
common labor; and covers not only unionized 
manual workers but also non-union white- 
collar employees), we see that over a half- 
century household income from the sale of 
labor services has increased in relative im¬ 
portance, having been generally less than 
60 percent of all income before the "thirties 
and well above that percentage thereafter. 
This fact reflects a number of conditions. For 
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TABLE Income Distribution Among Resource-Owning Classes 

87 


Year 

Totol 
Notional 
Income 
(in billions 
of current 
dollars) 

Percentage of Totol National Income Received By 

Household 
Sellers of 

All Grades 

of 

labor 1 

Household 

Contract- 

Savers' 

Household Equity-Owners of Firms* 

Total, All 
Firms 

Unincorporated Firms 


Totol 

Business 

and 

Professional 

Farms 

Corporations 

1 

2 

3 

4 

5 

mm 

7 

8 

9 

1909 

28.7 

57.2 

13.2 

29.6 

HEW 


10.1 

7.7 

1914 

33.9 

59.6 

13.9 

26.5 



8.3 

5.6 

1919 

68.1 

56.3 


33.3 

24.9 


11.1 

8.4 

1921 

51.9 

69.9 


16.4 

16.4 


6.2 

0 

1929 

87.4 

58.1 


27.8 

16.0 


6.5 

11.8 

1932 

41.7 

74.1 


7.0 

11.8 

7.7 

4.1 

-4.8 

1937 

73.6 

64.8 


25.0 

16.6 

9.0 

7.6 

8.4 

1940 

81.3 

63.7 

9.5 

26.8 

15.5 


6.0 

11.3 

1946 

179.6 

65.3 

5.1 

29.6 

19.5 

11.6 

7.9 

10.1 

1948 

226.2 

62.1 

4.6 

33.3 

18.9 

10.8 

8.1 

14.4 


Source: For yeors before 1929, Deportment of Commerce ond Notionol Bureau of Economic Reseorch; for 1929 and later 
yean. Deportment of Commerce. 

1 Includes wages, salaries, ond supplements. 

1 Includes net interest and "rental" income to individuals. 

1 Figures for firms (as for other classes) ore before to»ei. 

one thing, as the tabic shows, labor income 
always rises in relative importance during 
years of business depression, and almost all 
the thirties were in the depression category. 

But the marginal and average productivity of 
labor has risen as greater quantities of capital 
have been accumulated and have been em¬ 
bodied in technologically superior forms. And 
the rise of unionism has probably helped labor 
get more of the value of its marginal product. 

If previous cyclical fluctuations in labor's 
share of the national income had been re¬ 
peated since 1940, one would expect lower 
percentages than the ones shown for 1946 and 
1948. But unionism seems to have been an im¬ 
portant factor in keeping these percentages 
well above the 60 percent mark. 

It should be noted that the larger labor 
share does not by itself necessarily mean that 
the average household-seller of labor is better 
off in relation to households selling the services 
of contract or equity savings. If the number of 
labor-selling households had increased as fast 
as or faster than the increase in the labor share 


of total income, such households would rela¬ 
tively, on the average, be no better ofT or 
would be worse off. Available data indicate, 
however, that in spite of the trend from 
'independent" small business and farming to 
'dependent" labor-selling, the percentage 
increase in labor-selling households has been 
less than the percentage increase in labor's 
share of income. 

Second, with respect to interest income on 
contract-savings, this share has declined over 
the half-century. Here again we would need 
to know the trend in number of contract- 
lending households before we could conclude 
that on the average they have been getting 
worse off. The relative fixity in dollar amounts 
of this kind of income is seen from the table 
when we compare the depression years 1914 , 
1921, and 1932, with the other years; cycli¬ 
cally, interest-income is a larger share of total 
income in depression years, a smaller share in 
boom years, especially if the latter are badly 
inflationary. 7 

Third, the residual income-receivers—the 
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TABLE 

88 


Relative Price Changes, Selected Goods 



Percentage Change 

1912-14 

to 

1924-27 

1924-27 

to 

1938-39 

1938-39 

to 

Feb., 1948 

1912-14 

to 

Feb.. 1948 

Average hourly earning*, manufacturing labor 

129 

21 

105 


Con»umer»‘ price index 

77 

-20 

68 

iagaj 

Reloil food price* 

64 

-27 

115 

ana 

Rent 

63 

-31 

11 

26 

Price* received by farmer! for form product* 

46 

-36 

196 

177 

Price* paid by farmer* for good* used on farm* 

65 

-26 

101 

145 


w«: F. C. Mill*. The Structure of Post-Wo, Print. Occojionol Paper 27. Notional Bureau of Economic Reiearch, 1948, pp. 
6, 30. 


owners of firms and the holders of equity 
savings—have an opposite cyclical experience: 
Their shares tend to rise in boom years and 
slump badly in ‘bust" years. There seems to 
be no pronounced secular trend, however, in 
this ownership share, at least as a whole. 
However, it does appear that the shares of 
farm-owners have tended to decline somewhat. 
It took the devastation of the European con¬ 
tinent during World War II to rescue the 
American farmers from their worsening posi¬ 
tion. Small non-farm business also may be said 
to have gradually lost ground. 

(3) Data on Changes in the Price Structure. 
Indirect light on the relative income positions 
of various income-receiving groups may be 
thrown by data on the changes in the prices, 
over a period of time, of the economic goods 
bought and sold by the groups. (The use of 
these relative price movements for determining 
relative income positions has complete validity 
only if the years for which the comparisons 
are made arc years of full or near-full employ¬ 
ment. Obviously the price of a product or 
factor service is only one element in income. 
The latter is the result of price times quantity 
sold; and quantity sold may be greater or less 
for a particular segment of the economy, de¬ 
pending on how fully it employs resources.) 
Thus, if at the end of a given period the prices 
paid by labor, or farmers, or other firms are 
tlv: same, higher, or lower than the prices 
received, the relative position of labor, farmers, 
or other firms may be said to be the same, or 
worse, or better than before. As we know, the 


government farm program in the United States 
is designed to keep the farmer at least as well 
off, in terms of income, as he was in 1910-14 
or, say, 1940 49. 

The data in Table 88 show relative price 
movements for farmers and manufacturing 
labor. It will be seen that during the 35-year 
period from 1912-14 to 1948, the relative price 
position of manufacturing labor improved a 
great deal; average hourly earnings rose almost 
five-fold while the cost items of labor rose much 
less than two-fold. During all other periods 
(except, in part, 1938-48) labor s price (hourly 
earnings) outdistanced its cost items. In the 
decade after 1938, food prices rose more than 
the price of labor, but the cost of living as a 
whole rose less. The fact that food prices out¬ 
distanced average hourly earnings in 1938-48 
suggests that during that decade, thanks to 
World War II, farmers did better than manu¬ 
facturing labor. The prices of farm products 
went up almost 200 percent while labor s 
hourly earnings made little more than a 100 
percent gain. In that period, in fact, farmers 
outdid all other groups in price increases, for, 
while farm product-prices rose 196 percent, 
the prices of goods and services bought by 
farmers rose only 101 percent. This relation¬ 
ship holds also, although in less spectacular 
degree, for the longer, 35-ycar period. But 
during intermediate years (the twenties and 
’thirties) the farmers did badly; income tended 
to be redistributed against them. . 

The question then arises. If by the beginning 
of 1948 both manufacturing labor and farmers 
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were in a better price position (and, with full 
employment, a better income position) than 
other groups of the population, who were 
these other groups that suffered relative price 
income losses? Although precise data of a 
similar nature are not available for the period, 
we know from previous analyses that it must 
have been the unorganized groups whose prices 
and incomes were relatively stable and fixed— 
the non-union white-collar employees and the 
households whose incomes came mainly from 
interest on contract savings. 

C. Appraising American Economizing 

We come finally to the matter of appraising 
qualitatively as well as quantitatively the job 
performed by the American economy. This is 
indeed a very difficult problem, and anyone 
confronted with it must be properly humble, 
for the real world is full of hard and stubborn 
facts about human behavior, and the economic- 
political engine is one of enormous and stagger¬ 
ing complexity. As pure economists we may 
believe we know enough to make adequate 
diagnoses of economic ills and even to prescribe 
the measures necessary for economic health. 
But to obtain political acceptance of these 
diagnoses and prescriptions is an entirely dif¬ 
ferent matter, and no program is worth con¬ 
sidering unless it can be thus accepted. Further¬ 
more, in the last analysis any appraisal must 
be made by every person for himself; in a free 
society no one can lay down basic value priori¬ 
ties for anyone else. 

Before considering the political angles, let 
us look at the American economy from the 
purely economic standpoint. Here almost all 
our previous study, including the statistical 
analysis of this chapter, is available to help 
us. We asserted, in our study of the isolated 
single frontier household, the isolated frontier 
barter economy, the progressive Atomisian 
economy, the latter-day Monopian economy, 
and the Rulenian economy that there are some 
conditions which, if present, will permit— 
with given wants, resources, and technology 
—smooth economic progress, optimum alloca¬ 
tion of resources, and full utilization of re¬ 
sources. These conditions are reasonably full 
economic knowledge and mobility, pure com¬ 
petition in all product and factor-service 
markets, and inelastic and relatively certain 


price expectations of the consuming and pro¬ 
ducing units. If because of the advanced state 
of technology or the real-world nature of 
profit-seeking or for any other reason, these 
conditions are not ■’naturally" attainable, they 
can perhaps be artificially contrived by the 
economic units themselves or by the govern¬ 
ment which they collectively elect; or the 
‘ wrong" conditions can perchance be other¬ 
wise compensated for. With respect to resource- 
allocation, we know that, insofar as there arc 
unopposed and unregulated monopoly elements 
in the sale or products and factor-services or un¬ 
opposed and unregulated monopsony elements 
in the purchase of products and factor-services, 
there is a strong tendency to the mis-allocation 
of resources. These monopoly-monopsony ele¬ 
ments and their effects can be removed partly 
or wholly by the self-organization of opposing 
monopsony-monopoly elements; there is a 
chance, perhaps only a dim one, that the proper 
allocation will then be achieved, but the 
chances are good that the existing allocation 
will be improved. In the absence of such com¬ 
plete self-organization by households as con¬ 
sumers and as factor-service sellers, the 
government (as in Rulenia), can, at least in 
theory, step in and make The Rule act in behalf 
of The Hand. (But here, as in all cases where 
government controls may be considered desir¬ 
able, the costs of larger amounts of government 
interference must be weighed against the ex¬ 
pected utilities thereof.) 

W c know also, from our study of American 
market conditions, that in the production and 
sale of consumption products there are con¬ 
siderable and extensive monopoly elements 
unopposed by organization among household- 
consumers. In the face of household ignorance, 
too high a percentage of resources seem to be 
allocated to competitive advertising; there 
seems to be a net loss in economic want-satis¬ 
faction here. In the buying of labor and non¬ 
labor productive factors there is extensive 
bilateral monopoly; that is, monopsony ele¬ 
ments are opposed by monopoly elements 
among households and firm-suppliers. But the 
bargains on factor-service prices are not usually 
mter-related; i.e., they are isolated deals and 
are not part of a general pattern geared to the 
best allocation of resources. They doubtless 
make for a better allocation than would exist 
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under unopposed monopsony, but the price 
bargains are haphazard affairs in terras of the 
economy as a whole. 

But even if the bilateral-monopolyconditions 
did contrive to develop a fairly rational pattern 
of relative prices and of resource-allocation, 
such a pattern is not likely to be stable. As 
the size of the bargaining unit grows, its 
economic and political power increases. The 
more power there is, the more it corrupts, and 
the greater is the likelihood of its use and abuse 
for objectives contrary to total welfare in the 
economy as a whole. If the bargaining units 
between management and labor, for example, 
came to be combined in opposing nation-wide 
federations, a very high order of statesmanship 
would be required of the leaders on each side. 
The logical end might well be two political 
parties, one of ' the right'' and the other of 
"the left." Instability rather than balance 
might well be inherent in such an arrangement, 
with final "victory" in the hands of one side 
and the possible demise of democracy as we 
have known it. 

We said further that few of the measures 
used by the United States government seem to 
have been inspired by an understanding of the 
principles of resource-allocation; and those 
measures that have had some such idea behind 
them have often been poorly conceived or half¬ 
heartedly implemented. Legalistic concepts 
have dominated economic concepts; in fact, 
very little attention has been given to the 
latter by top law-makers, administrators, and 
judges. Of the three main fields of economics— 
allocation, extent of utilization, and income- 
distribution—allocation has received the least 
consideration. 

Turning next to the extent of resource- 
utilization, we recall what the effects of 
laissez-faire deposit-money arrangements and of 
uncertain, variable, and elastic price expecta¬ 
tions among households, banks, and non¬ 
banking firms can be. They tend to make steady 
economic progress impossible and result in 
enormous economic waste because of the severe 
under-utilization of resources and diminution 
of total want-satisfaction during business de¬ 
pressions. We recall also that, due to the mixed 
nature of the American economy, the incidence 
of this waste and under-utilization is very un¬ 
even. In other words, the allocation of used 


resources changes substantially over the cycle. 
In most raw-materials industries, particularly 
agriculture, prices fluctuate violently and out¬ 
put remains relatively steady. In most other 
industries it is prices that hold relatively rigid 
and output that changes a great deal. But the 
attempt of American farmers to substitute 
politically contrived monopoly for economic 
atomism seems not a good remedy for either 
raisallocation or under-utilization of resources. 
Price rigidity may well make for economic 
stability if the prices are rigid in both direc¬ 
tions. But neither farmers nor labor unions 
have been conspicuous in trying to "rigidify" 
their prices upward; downward rigidity is suffi¬ 
cient to a group which is constantly attempting 
to enlarge its share of the national income. 
Furthermore, if these groups were to agree to 
two-way rigidity, such fixity would not 
necessarily make for full resource-utilization. 
Neither would it insure the right relationship 
among prices—the relationship necessary for 
a welfare-maximizing allocation of resources. 
The kind of price rigidity that is likely to be 
good for the economy is that discussed in 
Chapter 43, where we saw that the stabiliza¬ 
tion of one important price or of a composite 
of important prices might, along with monetary 
controls, achieve (1) the relative price flexibility 
needed for good resource-allocation plus (2) 
the full utilization of resources. 

We have shown that in a private-enterprise 
economy a single economic unit, however large, 
is powerless to achieve economic stability and 
full employment for itself or for other economic 
units by its own actions. These two related 
objectives, it would appear, must of necessity 
be the concern of government, which alone 
seems big and strong enough to devise and 
supervise the desired program. But we have 
seen that, although there has been a growing 
recognition of the problems, the federal govern¬ 
ment has yet to initiate an adequate policy. 

It is perhaps in the field of income distribu¬ 
tion that government has thus far operated 
most effectively to increase the want-satisfac¬ 
tion of its citizen-households, although here 
again there seems to have been an inadequate 
understanding of all the issues. Wc know that, 
granted the assumption of relatively equal 
capacity-to-enjoy among the households, t e 
less unequal the distribution is, the greater the 
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total want-satisfaction. But we also know that 
some government measures pointed toward 
less inequality of incomes may so discourage 
work and investment as greatly to reduce total 
output and want-satisfaction. It is fair to raise 
the question, How much farther can govern¬ 
ment go in this direction? (See our discussion 
of Britain, Chapter 46.) 

What can we say, in conclusion, on what 
the role of government ought to be in the 
United States? Few households would really 
wish to turn the hands of the clock back to 
the laissez-faire conditions of the early nine¬ 
teenth century. For we must emphasize that 
even those economists who yearn for atomistic 
competition realize that government would 
have a big job in policing it. It is well accepted 
that the quest for power and security in a 
laissez-faire economy tends inevitably to lead 
to monopoly and monopsony and resource- 
misallocation. Moreover, as we have just said, 
the ability of private-enterprise economy by 
itself to achieve stable full employment is 
probably lacking. And only an authority like 
democratic government appears capable of 
representing all the groups in the economy in 
respect to weighing the costs and utilities of 
any system of income redistribution and putting 
it into effect if the voters determine that some 
such system shall be introduced. (The voters 
must of course be informed about the possible 
harmful effects of redistribution on the in¬ 
centive to produce.) For these reasons it would 
seem that the large role played by American 
government in the last two decades is here 
to stay. 

But this conclusion brings us face to face 
with political questions. The economist as 
pure economist is by nature and necessity a 
perfectionist. He can be satisfied only with 
100 percent performance in the economy. He 
aims to tell the politician or government 
official what can be done from an ideal economic 
standpoint. With a broader perspective, the 
politician may well be satisfied with an 
economic performance of 80 percent if he 
believes that the 80 percent would make a 
larger contribution to over-all social want- 
satisfaction (including non-economic types) 
than the 100 percent. And under these circum¬ 
stances he would be correct in deciding to shoot 
for the 80 percent. 


The pure economist is a very necessary and 
desirable person in any society. His analytical 
tools and his ability to use them are desperately 
needed in the twentieth century. The trouble 
is, however, that his economic perfectionism 
tends strongly to get him regarded as a "theo¬ 
rist,'" "dreamer," or "reformer" in a world of 
"practical ' men. If he is really to be effective 
and to obtain a respectful hearing from practical 
politicians, he must become a political econ¬ 
omist. He must carry over the main principles 
of his thinking apparatus into the political 
field. For they are valid here, even if their appli¬ 
cation often yields only qualitative rather than 
quantitativeresults. Wherever there are alterna¬ 
tive wants or needs or courses of action, the 
principles of rational weighing at the margin 
apply, however roughly and imprecisely. 

What contributions can the political econ¬ 
omist make toward achieving a better eco¬ 
nomic-political system? First, he can point out 
that a society's goal should be to maximize 
total social want-satisfaction through the 
rational allocation of "social" resources, rather 
than merely to maximize total want-satisfaction 
from economic goods through the rational 
allocation of economic resources. Second, with 
respect to alternative methods of achieving 
this social goal, he can point out not only the 
economic costs and utilities but also the polit¬ 
ical and social costs and utilities of each 
alternative; and he can do this in the very 
terms that arc familiar and appealing to the 
hardheaded politician. Third, he can everlast¬ 
ingly hammer home the fact that there are 
numerous alternative economic-political meth¬ 
ods. That is, he can demonstrate that the 
programs of the "left wings" and of the 
"right wings" are mostly narrow dogmas full 
of cliches and catchwords designed to ensnare 
the mentally lazy, the ignorant, and the 
emotionally unstable. Fourth, he can demon¬ 
strate that most of the competing alternatives 
arc divisible rather than indivisible. That is, it 
is not necessary for a society to go "whole 
hog" on any particular alternative; it can have 
"some of each," in which case the problem is 
to find the optimum combination, e.g., of 
freedom and security. Fifth, the political 
economist can emphasize the need for economic 
and political biowledge at all levels of govern¬ 
ment and among all the voters. Without 
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minimizing the potent influence of emotional 
conditioning on human behavior and decisions, 
he can argue that the less the ignorance of the 
voters and the government officials, the less 
irrational will their political decisions be. 
And the greater the knowledge of economic 
principles and data, the more rational will be 
the private and public economic decisions. 
Sixth, he can insist that human behavior and 

human nature" are not fixed but subject to 
change by a change in the conditioning 
influences. Seventh, the political economist 
can press the view that political-economic 
democracy in large part consists of providing 
GO alternative goods among which choices 
can be made; (£) knowledge of the costs and 
utilities of the alternative goods; and (r) free¬ 
dom of household choice among the alterna¬ 
tives. 

In the light of all these things, how may the 
political economy of the United States be 
appraised? This is a question that, as wc said 
above, we must in the last analysis leave to 
the student. But we remind him that our 
studies up to this point leave us with certain 
tentative conclusions; (1) Over relatively short 
periods, of the three major methods for making 
the total of want-satisfaction as high as 
possible—the regulation of monopoly and 
monopsony, the redistribution of income, and 


the full employment of resources—the last 
seems to be overwhelmingly the most impor¬ 
tant. (2) Over the long period the great need 
is for steady economic progress through the 
improvement of technology and the accumula¬ 
tion of capital. America is indeed a "rich" 
country; but the figures on per capita incomes 
seem to leave little room for complacence. 
(3) Accordingly, measures that provide incen¬ 
tives to produce fully and to be increasingly 
productive are essential. Such measures seem 
to promise much more in terras of higher want- 
satisfaction than measures, such as income 
redistribution, which may have the effect of 
seriously reducing the incentives to produce 
want-satisfaction. 

The student may find another reminder use¬ 
ful. To make an objective appraisal of a society 
that has only recently readied maturity is very 
different from writing an objective obituary of 
a deceased society like that of Rome. Any ap¬ 
praisal must be tentative and subject to revision 
as time passes. And all values—not merely the 
economic—must be considered. 

After the student has made his appraisal, he 
may wish to go back over the possible economic- 
political measures and devise a program which, 
in the light of bis knowledge, appears the 
most rational one for maximizing total 
economic-political want-satisfaction. 
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Throughout this bo.>k wc have vtresieJ the 
point—true in either stationary or dynamic 
terms—that the households of any economy 
can be said to have maximized their economic- 
political want-satisfaction only if they have 
had (1) adequate knowledge and understand¬ 
ing of their economic and political alternatives 
and of the relative marginal costs and utilities 
of these alternatives; and (2) have made a 
rational choice among the alternatives, i.e., 
have selected the quantities of each so that the 
expenditure of a marginal unit of resources 
yields the same marginal utility from each 
alternative. 

This point has special force and significance 
as we now turn to an all-too-brief survey of 
the country which emerged from World War 
II as the other of the two economic-political 
giants of the world. In 1949 the U.S.S.R., 
similar in some ways to the United States, was 
in many other respects (particularly in much 
of its domestic and international politics) 
very different from us. Partly because of this, 
a great deal of emotional tension and friction 
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had developed between the two countries, and 
this conflict seemed to have fattened on a 
lack of knowledge and understanding on both 
sides. The attitude of the ordinary American 
household toward the Russian economic- 
political system can hardly be said to be based 
on objective study and full knowledge. The 
same thing could undoubtedly be said about 
the attitude of the ordinary Russian house¬ 
hold toward America. And, as so often hap¬ 
pens, mistrust and fear on each side followed 
in the wake of ignorance. 

For this mutual failure to know and under¬ 
stand there were many reasons. The facts 
about the American economic-political system 
were freely available to the government of 
the Soviet Union. But it is to be doubted that 
they were available to the ordinary Russian 
households. Ihe Soviet government appears 
to have permitted its households to know only 
such facts as suited the government's economic 
and political objectives; and these facts were 
made known only with the government's 
own special interpretation. The facts about the 
Soviet Union were not freely available to the 
American government or to ordinary Amer¬ 
ican households. The American government 
doubtless had access to more facts than its 
private households had, but its information 
was undoubtedly meager. The government 
also appears not to have been especially eager 
to impart all its knowledge to its households. 
And the facts that did filter down from gov¬ 
ernment or private sources were doubtless 
often colored by non-objective interpretations. 
Nevertheless, the Soviet government did not 
permit information about its economic-politi¬ 
cal system to be freely available to govern¬ 
ments or persons outside the countries under 
its control. We need not wholly agree with 
Winston Churchill, who said in 1939 that 
Russia “is a riddle wrapped in mystery inside 
an enigma.’’ But we must grant that learning 
about this economy presents great difficulties. 

The material of this chapter is therefore 
necessarily sketchy and incomplete at numer¬ 
ous points. In the absence of full, accurate 
data we shall have to suspend final judgment 
about economic and political welfare in the 
U S S R. Any conclusions will have to be 
tentative at best. And more than with any 
other real-world economy, it is important 


that we adhere to the scientific attitude dis¬ 
cussed in Chapter 1. We must think of the 
Soviet Union just as we thought of our im¬ 
aginary economies—Atomisia, Dictatia, etc. 

i.e., in a detached, objective way. 

As students of political economy we should 
find the study of the Union of Soviet Socialist 
Republics an exciting intellectual adventure. 
Like the United States, the U.S.S.R. comes 
pretty close to being economically self-suf¬ 
ficient. Like the United States, it is a big and 
powerful political as well as economic force 
among the nations of the world. But its social 
organization for economizing—its general 
goals and methods of economizing—are no¬ 
tably different from America's. The Soviet 
Union is overwhelmingly an authoritarian, 
socialist state. The United States is mainly 
a democratic, private-enterprise economy. 
And in the three years after the end of the 
' hot'’ World War II, a ''cold'' war was being 
conducted by these two economies who mis¬ 
trusted each other's world objectives. 

In the discussion which follows we shall 
as usual deal first with the setting for econo¬ 
mizing, second with the process, and third 
with the results. 

A. The Setting for Economizing 

1. Russia's Cultural and Political History 

At the beginning of our discussion of the 
United States we listed fifteen adjectives that 
have been applied with greater or less ac¬ 
curacy in recent times to that economy. With 
the possible exception of “competitive'' and 
"capitalistic," these same adjectives have 
been or could to some degree be applied to 
Soviet Russia. In place of these two words we 
should have to substitute “socialistic and 
“authoritarian." As with the United States, 
the chief unambiguous and non-contradictory 
designations are "big," "powerful, and 
"heterogeneous.’’ 

The heterogeneity of the U.S.S.R., however, 
is not the same in pattern as that of the United 
States. Russia is racially, geographically, anJ 
culturally (in the broadest sense) perhaps even 
more mixed than America. But by virtue of 
its authoritarian government its economic anJ 
political organization is much less mixed. 

Both nations, as they are now organized 
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politically, came into being through and after 
"bloody revolution.” America was a new 
country, a frontier land of rich untapped 
natural resources. Russia was an old country, 
in the historical sense. But in terms of natural- 
resource discovery and utilization, and in 
terms of organizing the human resources for 
economic activity, Russia was also a frontier 
land, of destiny yet to be realized. 

America s rapid and tremendous economic 
development and growth came about through 
a social organization that gave free reign to 
the desire for private gain. The Soviet Union 
has been attempting to exceed the American 
rate of growth through a social organization 
which stresses subservience to the state and 
its authoritarian government. Free private 
enterprise in the organization, direction, and 
utilization of economic and other resources 
is almost wholly absent. 

Let us look for a moment at the historical 
and geographical conditions that led to the 
establishment of the present dictatorship in 
Russia and to its acceptance by the house¬ 
holds living within the nation’s borders. In 
Chapter 2 we discussed how the human drives 
are conditioned by physical and social en¬ 
vironments and how human nature (the joint 
product of hereditary and environmental con¬ 
ditions) can change when the environment 
changes significantly. We saw in Chapter 35 
how American attitudes and behavior were 
conditioned by the cultural heritage of western 
Europe (particularly that of Great Britain) 
and by the nature of the American continent. 
It is no less true that the attitudes and be¬ 
havior of the Russians have been conditioned 
by their own cultural heritages and their own 
physical surroundings. By the time of the so- 
called Bolshevik revolution of 1917, which 
put the present Soviet government into power, 
the Russians had become conditioned to an 
acceptance of stern, repressive, centralized 
governmental authority. They had not grown 
up with most of western Europe to believe and 
practice the personal freedoms. 

Geography and history had combined to 
produce this result. The domain that was 
Russia in 1917 comprised most of the vast 
Eurasian land mass. Although this land mass 
(which in our discussion excludes China and 
the various peninsulas, such as India, Arabia, 


and western Europe) possessed a great variety 
of topographical and climatic conditions, the 
most habitable portions consisted mainly of 
vast, treeless steppes or plains where the ’con¬ 
tinental” extremes of climate prevailed (with 
especially long winters) and over which there 
were few barriers to movement. From the 
earliest times most of the plains were rich in 
soil, offering large returns to pastoral and 
agricultural pursuits. They also provided rela¬ 
tively easy land trading routes between eastern 
Asia and western Europe and among the trad¬ 
ing city-centers that had grown up along the 
routes. And the plains, making possible the 
production of many economic utilities, in¬ 
vited military conquest. From the beginning 
of recorded history they were fought over by 
a great many different tribes and nations—to 
name but a few, the Khazars, the Finnic 
peoples, the Slavs, the Scythians, the Bulgars, 
the Goths, the Huns, the Tatar hordes organ¬ 
ized by the east-Asian Mongol chieftain 
Genghis Khan (who subdued, in the 13th 
century, most of what is now the U.S.S.R.), 
the Germans, the Poles, the Turks, the 
Swedes, and the French. 

What is easy to get is also often hard to 
hold. But the Slavs "stuck." United perforce 
under the domination of Genghis Khan, they 
outlasted his successors. Among all the Slavic 
principalities (Novgorod, Kiev, Kharkov, 
Smolensk, Moscow, etc.), Moscow and its 
ruler grew strong enough by the sixteenth 
century to drive out most of the Tatars, 
dominate the other cities, and reduce the 
formerly independent noblemen to dependence. 
The Grand Duke of Moscow became "Czar of 
all the Russias." Under Ivan the Dread the 
politics of unifying the realm, securing the 
Russian borders against outside invasion, and 
extending the borders took shape. 

Up to the time of Peter the Great (1589- 
1725), as a result of the long rule by the 
Asiatics and the fear of possible penetration by 
western countries, Russia was culturally al¬ 
most entirely cut off from western Europe. 
She was a backward country in most respects. 
Agriculture was the overwhelmingly im¬ 
portant field of production, and it was tech¬ 
nologically and socially organized in the 
crudest fashion; the methods were for the most 
part inferior to those existing in England dur- 
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ing the early medieval period. The peasants 
were mere medieval serfs, i.e., slaves. Manu¬ 
facturing was almost non-existent by western 
standards. Peter determined to open his country 
to western culture. He fostered manufacturing 
in textiles and metals; but the workers were in 
effect still serfs. He completed the unification 
of Russia by beating off the Swedes and win¬ 
ning a "window” to Europe on the Baltic Sea. 
He completed the task of making the Orthodox 
Church subservient to the state. And, recog¬ 
nizing the importance of naval power, he began 
but failed to accomplish the acquisition of a 
warm-water port. 

Under Peter and his successors (including 
Catherine the Great) Russia became a first-rate 
military power, and western nations sought 
alliance with her from time to time. But most 
of the western cultural influences did not really 
permeate and take deep root in most Russian 
minds. By western standards Russia remained 
technologically and socially in the dark ages. 
Palace revolutions and plotting by the nobles 
against the czars were common occurrences. 
This was one of the justifications used by the 
czars for their arbitrary, despotic actions. 
(Another was the necessity for resisting inva¬ 
sion.) The noblemen themselves behaved most 
autocratically to their serfs; in fact the common 
man came to regard the Czar as the "little 
father" who protected him against his imme¬ 
diate rulers, the noblemen. Of the two levels of 
despotism, the top-central one appears to have 
been preferred by the peasants. 

It was not until 1861 (after a civil war for 
the liberation of Negro slaves had begun in the 
United States) that serfdom was abolished by 
a Russian czar. However, as in the American 
South, the position of the Russian peasant was 
not greatly improved after liberation. A system 
of taxes and payments for the small tract of 
land which he now acquired the right to use 
for himself contrived to keep him tied to the 
land and to his existing location. Under the 
so-called mir system the various strips of land 
surrounding a village were worked more or 
less cooperatively by a group of peasants. 

The contacts with the west bore some fruit, 
mo'tly among the so-called intellectual class 
(university professors, students, artists, etc.). 
The revolutionary wave that swept Europe in 
the middle of the nineteenth century influenced 


Russian thinking. To many of the intellectuals, 
Karl Marx became the prophet of a new social 
order and his writings the bible of economic 
and political salvation—with their doctrine of 
class struggle, the inevitable revolutionary 
overthrow of the capitalist organization of 
economic activity, the creation of the dictator¬ 
ship of the proletariat (working class), and the 
socialist organization of production preceding 
the establishment of true communism or free- 
sharing. Uprisings of varying importance were 
planned and executed by the intellectuals. A 
degree of representative government and certain 
other reforms were yielded by the czar. But 
these appeasements were far from acceptable 
to those fighting for substantial reform. Des¬ 
potism was not really abandoned. With the 
defeat of the Russian armies by the Germans 
in World War I (1917), the civilian and mili¬ 
tary organization of the nation became chaotic 
and demoralized. Marx’s St. Paul (Lenin) and 
his fellow revolutionaries rushed back from 
exile to lead the Bolsheviks or Communists to 
power. After civil war and attempted inter¬ 
vention by the western allied powers against 
them, the Bolsheviks emerged victorious and 
proceeded to consolidate their position. 

Their task was tremendous. The country was 
in economic tatters and was an international 
political outcast. During the civil war the land 
of the royal and noble estates had been dis¬ 
tributed among the peasants, but agricultural 
productivity continued very low. Banks, man¬ 
ufacturing, trade, and other industry had been 
socialized. Productivity was very low here 
also. The scanty stock of capital was being 
consumed rather than added to. The leaders of 
the Communist Party (which was the govern¬ 
ment) proved to be hard-headed realists and 
political opportunists and decreed a temporary 
retreat from "war communism." In order to 
increase the output of consumption goods anJ 
bring back the households from the brink of 
starvation and ruin, a so-called New Economic 
Policy was made effective in 1921, under which 
private property and private profits in trading 
were permitted. (Socialization of the basic 
industries, however, was not abandoned.) The 
shift worked successfully. By 1929 the economy 
had recovered sufficiently in output and polit¬ 
ical stability to permit a return to the drive for 
complete socialization and for high net capita 
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formation. In that year ihe first of the five- 
year plans was inaugurated. Centrally planned 
and directed economic activity became a fact 
in the Soviet Union. 

An important part of this plan was the 
nationalization of agriculture. But here, it 
appears, the Communist government had not 
foreseen the resistance of the peasants, most of 
whom resisted collectivization bitterly, refused 
to produce (except for their own needs), and 
even killed off large percentages of their live¬ 
stock in protest against the program. Again 
the Communist leaders changed their policy 
somewhat. A cooperative system of agricul¬ 
tural production was devised, which allowed 
the peasants private gain to some degree. 

In other respects the first five-year plan was 
carried out with fair success. It was followed 
by a second and by a third. In the midst of the 
third (1941) came the feared and anticipated 
invasion by the Germans. By moving much of 
its factory and agricultural equipment, live¬ 
stock, etc., to eastern areas untouched by the 
invaders, by "scorching the earth" of most of 
the non-inovable capital, by greatly increasing 
its output in the eastern regions, and with the 
help of supplies from its western allies (in¬ 
cluding much "lend-lease" equipment from 
America) the Russians were able to drive the 
Germans out, consolidate their power in neigh¬ 
boring countries, and emerge from the war in 
a stronger international position than ever 
before. They had lost enormous quantities of 
their peace-time labor resource and capital 
resources. But the previous plans of the leaders 
for net capital formation and industrialization 
had met with enough success to prevent the 
economy's being dragged back to the position 
of 1914 or 1917-21. 

In 1946 a fourth ambitious five-year plan was 
launched for the reconstruction of the devas¬ 
tated areas and for the industrialization of 
various relatively remote areas, close to rich 
natural resources, between the Ural mountains 
and the Pacific Coast. 

Before the beginning of World War II the 
Stalin middle-of-the-road policy for the Com¬ 
munist Party, and for the government which 
the Party dominates, had made itself supreme 
and secure by a series of ruthless "purges” 
against right-wing and left-wing "deviation- 
,sts> Although, as will be shown later, a 


certain observance of the forms and methods of 
political democracy appears to exist in the 
U S S R., the fact remains that opposition to 
government policies is not tolerated. The 
Soviet regime is essentially even more despotic 
than were chose of the czars. 

From this brief geographic-historical sketch 
the following points of present interest for us 
stand out: (1) Authoritarian government is a 
national habit of long standing for the Rus¬ 
sians. (2) This kind of government seems to 
have come in part from (*) the necessity for 
defending a large, diverse, accessible territory 
from invasion by foreigners; and (£) the neces¬ 
sity for developing a strong central force capa¬ 
ble of preventing the centrifugal dispersion 
and disintegration of internal unity and power 
which would be a natural tendency in so large 
a country. The Russian memory of foreign 
invasions is long and bitter. The Russians, it 
seems, tend to feel also that the outside world 
has always been hostile and that Russia has 
been denied free access to it. This feeling of 
mistrust and fear has deepened under the rule 
of the Communist Party and government. It is 
not difficult for Communist propaganda to 
convince the ordinary Russian households that 
their country is ringed by unfriendly capitalist 
powers seeking to destroy what the Russians 
cherish, namely communism. Unity is essential 
for resistance and unity can come only through 
submission to a strong central government. 
(3) Whatever the form and nature of govern¬ 
ment, the Russians arc intensely patriotic and 
nationalistic, and these tendencies do not 
appear to have been weakened, as one might 
perhaps have expected, by the internationalist 
slogans and attitudes of communist doctrine. 
On the contrary, the present Russian leaders 
appear to have promoted nationalism among 
their subjects and at the same time seem 
successfully to have wedded communist inter¬ 
nationalism with Russian nationalism—by 
instilling the belief that the Russians are to be 
the saviors of the world through spreading the 
communist religion abroad. (4) The hardness 
of life on the vast Eurasian land mass appears 
to have tended to promote cooperative effort 
among the Russian households. (5) The state¬ 
ments of observers suggest that the Russians 
tend to go all out" in more fields than merely 
detending their country against invaders. Their 
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environment seems to have made them enthu¬ 
siasts in any field to which their interest may 
be drawn. That is, they are capable of great 
’ religious'' zeal, of uncritical acceptance of 
dogma. And to many the communist dogma 
appears to be a most inspiring one. 

2. The Wants of the Households 

At the beginning of the eighteenth century 
the population of the vast area occupied by the 
U.S.S.R. before World War II (over 8 million 
square miles, almost one-sixth of the world's 
total land area and equal to the area of Central 
and North America, excluding Greenland and 
the Caribbean Islands) was only about 18 mil¬ 
lions, or roughly 3 million households. By 1949 
the U.S.S.R. comprised almost 8.3 million 
square miles, with a population very close to 
200 millions, or roughly 33 million households. 

a. General Statement on Russian Preferences 

What can be said about the preferences of 
the Soviet Union s polyglot households among 
consumption products, between leisure and real 
income, and between consumption-spending 
and saving-investment? There is not much 
information from which conclusions may be 
drawn; we are much more limited in this re¬ 
spect than we are for the United States and 
Great Britain. Nevertheless, from our knowl¬ 
edge of the history, physical geography, 
population-composition, and political economy 
of the nation we can make some significant 
inferences. 

Before discussing each of the three sets of 
preferences, one generalization may be applied 
to al 1 of them: The preferences that are effective 
in determining the quantity and the allocation 
of resources are not mainly those of the Russian 
households themselves; the households exer¬ 
cise very little sovereignty. It is chiefly the 
government’s preferences—more strictly, those 
of the leaders of the Communist Party, who 
control the government—that direct the flow 
of economic activity. And the government does 
not try in the main to reflect what it believes 
are the existing households' preferences, par¬ 
ticularly in decisions on consumption versus 
saving. Nor does the government necessarily 
attempt to operate with preferences that are 
’’good for’’ the existing households. There is 
undoubtedly a large gap between the present 


preferences of the government and those of 
most households. There may also be a substan¬ 
tial gap between present government prefer¬ 
ences and those which would be more or less 
immediately "good for” most of the existing 
households. In both cases, however, the gap 
is probably substantially less in respect to the 
relative amounts of the various consumption 
goods to be produced than in respect to capital 
formation (saving) versus consumption as a 
whole. An authoritarian government securely 
in power is able to take a long-range view. 
Much more than a democratic government, it 
can make plans a long way into the future. 
It can, in short, consider the preferences of yet- 
unborn generations of households. (It is possi¬ 
ble to represent the Russian government as 
doing this. However, the government’s de¬ 
cisions may also be interpreted mainly as 
resulting from a feeling of domestic and inter¬ 
national insecurity and as being an effort to 
establish itself more firmly in power by rapid, 
big-scale industrialization.) 

It would be a mistake, however, to believe 
that, especially in the matter of consumption 
versus saving, the difference between govern¬ 
ment and household preferences is so enormous 
as to be practically unbridgeable. The gap is 
much smaller than it would be in the United 
States or Great Britain if these countries' 
households were suddenly to be put at Russian 
levels of living by authoritarian governments. 
This is because the Russian households wants 
have always been considerably more modest 
than those of American and British households. 
During and after World War II the British 
households accepted an "austerity" level of 
consumption. But it is inconceivable that they 
could have been induced to undergo the hard¬ 
ships accepted by the long-suffering Russians 
unless they had been faced with the direst of 
national emergencies. The historical and geo¬ 
graphic conditioning of the Russian house¬ 
holds has also made bridging the gap much 
easier. The Russians seem to be relatively ame¬ 
nable to coercion and propaganda-persuasion 

by their government. 

The above, however, is not intended to por¬ 
tray the Russian households as entirely supine 
and bovine. It is evident that they can and do 
"take" a great deal for various reasons^ but 
apparently there are limits. And the Com- 
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raunist dictatorship undoubtedly has paid 
some attention to what it considers are the 
households’ current wants and preferences, 
especially, as already indicated, for the kinds 
of consumption goods to be produced. It will 
have to pay even more attention in the future, 
for the higher planes of living in western coun¬ 
tries cannot have failed to impress the Russian 
soldiers who experienced or saw them. Educa¬ 
tion, even though colored by communist 
dogma, is also bound to raise the living 
standards or goals of Russian households. And 
the trend toward urbanization can be counted 
on to produce a like effect. 

In the discussion that follows, we shall have 
to consider both government and household 
preferences. And because the allocation of re¬ 
sources between consumption and saving has 
been of paramount importance in the Soviet 
Union, we shall consider the preferences be¬ 
tween these two general classes of goods first. 

b. Preferences between Consumption and Saving- 

Investment 

So far as the preferences of the households 
themselves are concerned, one may doubt that 
they have wished to save very much. At the 
existing levels of national income, the relevant 
parts of their indifference curves seem to have 
been far over toward the prcscnt-consumption- 
products axis. The reasons: (1) As with the 
households in any country, very little, if any, 
saving is desired when the potential savers 
arc on low planes of living. At such levels the 
marginal utility of consumption is much higher 
than the MU of saving for all amounts of sav¬ 
ing except the very smallest. (2) The ownership 
of the capital resources created by the invest¬ 
ment of the savings is almost entirely in the 
hands of the state and its government. The 
economic and other utilities or gains from 
saving are indirect ones, not immediately to be 
felt or perceived as they are by many house¬ 
holds in a private-enterprise economy. ( 3 ) 
Cradlc-to-grave social security is provided by 
the government for most of the hazards to 
which the households of some private-enter¬ 
prise societies are subject. Thus, the security 
incentives to individual saving have been 
mostly lacking for Soviet households. 

But with the government it is different. As 
Russians the government leaders apparently 


wish to make the nation a leading power in 
the world. They realize that Peter the Great's 
dream cannot be realized without a high rate 
of net saving-investment and full industriali¬ 
zation through the exploitation of the coun¬ 
try’s rich resources. As followers of Marx’s 
dogma—i.e., as socialist-communists—they 
regard themselves as instruments for the fulfill¬ 
ment of his prophecies of the destruction of 
capitalism and the establishment, through 
revolution, of world socialism and later, world 
communism. They appear to believe in Marx’s 
theory of class conflict, which inevitably 
makes every government of a bourgeois coun¬ 
try an enemy eager to stamp out the menace of 
Russian socialism and communism. They 
apparently believe that—in the allied inter¬ 
vention after World War I, in the spying and 
sabotage by the agents of western countries 
during the twenties and 'thirties, and in the 
Hitlerian-fascist invasion of 1941-44—they 
have ample evidence of such animosity. They 
may even be aware that their own avowed 
religion and the acts based on it create an inter¬ 
national suspicion and fear of communist impe¬ 
rialism which may lead to war. So they wish 
to become economically strong, fully prepared 
to wage defensive or aggressive diplomatic or 
military war. Such strength can be achieved 
only through a high rate of capital formation. 
The significant portions of the Soviet govern¬ 
ment’s indifference map may therefore be said 
to be considerably closer to the savings axis 
than that of the "average” Russian house¬ 
hold. That is, given the economy's level of 
total income, the MU of saving relative to that 
of consumption is very much higher to the 
government leaders than to their subjects. (The 
cynical reader may note that actually these 
leaders do not impose on themselves the same 
restraints on consumption that they impose on 
the mass of Russian households. In other 
words, it is not hard for the leaders to attach 
a relatively low MU to consumption because 
they have a relatively high quantity of con¬ 
sumption goods themselves. In this respect 
they may be said to resemble somewhat the 
wealthier households of the "capitalist” 
economies.) 

It should be noted also that the marginal 
utility of capital to the Soviet government was 
greatly increased by the diminution of its' 
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capital equipment resulting from the German 
invasion, temporary occupation, and retreat 
in World War II (see below). 

The government tries, by propaganda and 
various coercions, and probably with con¬ 
siderable success, to get the households to 
substitute the government indifference map for 
what their own would be. 

C. Preferences between Leisure and Income ; Prefer¬ 
ences among Work Places 

We have just seen that speedy and large net 
capital formation has been and is an over¬ 
whelming preference of the Soviet government 
in order to increase the size of the national 
income in the near future and thereby to make 
Russia, and apparently the world, "safe for 
communism." But a large labor force and long 
work periods—in other words, large amounts 
of labor hours—plus hard work and an alloca¬ 
tion of labor-hours to government-preferred 
uses are also needed for increased national 
outputs. Therefore it might logically be 
expected that the government's preferences 
would prevail in respect to («*) how much 
work-time should be supplied by the Russian 
households; ( b ) how hard the workers should 
work; and (c) the occupations, plants, and 
industries in which the work-time would be 
spent. Complete enforcement of government 
preferences would of course involve the con¬ 
scription of labor in all these respects. 

It does not appear, however, that the Soviet 
government has consistently and rigorously 
applied the principle of forced labor to the 
majority of the households under its power. 
The government undoubtedly has strong 
preferences about how much labor the house¬ 
holds should offer to what plants. The relevant 
parts of its leisure-income indifference curves 
must be relatively near the income axis; in 
fact, the successive curves would appear to 
have such positions that, whatever the wage 
rate offered by the government (which affects 
the slope of the outlay curves), the government 
would obtain the same number of labor-hours 
(the full-time number of hours per day and per 
week worked by the plants) from the house¬ 
holds. The government must also want all 
those who work to perform diligently up to the 
limits of the workers' skills and abilities. 
Moreover, the government's intcr-occupation- 


and-plant preferences arc dictated by its con- 
sumption-versus-saving preferences. But it has 
not, since 1917, forced the households at all 
times to make their preference scales among 
plants conform with its own. 

Let us look into these matters more fully. 
Consider first the general preferences between 
leisure and work-for-income. In modern private- 
enterprise economies the length of the work¬ 
week is set by the firm-owners. But household 
preferences nevertheless find expression through 
such things as determining the number of 
members sent out to the labor market in search 
of work; part-time work outside the plant; 
self-employment; and absenteeism from regular 
plant work. It has often been the same in the 
U.S.S.R. During the early period of "war 
communism" and during World War II, not 
only were the daily and weekly hours of work 
set, as always, by the government; the govern¬ 
ment also promulgated and enforced regula¬ 
tions which amounted to virtual conscription. 
It is also true that in both war and peace years 
there have been large numbers of penal workers 
(estimated variously at from one to 20 millions, 
not including German war prisoners) who 
worked on special capital projects such as the 
Moscow-Volga canal under conditions similar 
to those said to be found sometimes on Southern 
(U.S.A.) chain gangs. It is further true that 
various kinds of indirect compulsion (such as 
loss of ration and housing privileges) have been 
used in peace time to obtain the desired amounts 
of work-hours from non-pcnal workers. But the 
weight of the evidence suggests that, by and 
large, the government has not strictly imposed 
its own preferences on the majority of Russian 
households. The inculcation of voluntary 
compliance through persuasion and indirect 
coercions has been the main method of aligning 
households' preferences with those of the 
government. Only if work periods were long 
and wage rates were high might we conclude 
that the government had used force. But wage 
rates have been low, and with a negative 
supply curve of labor we should expect work- 
periods to be long. 

Weekly work periods in the U.S.S.R- are as 
a rule close to 48 hours. 

In general, the above discussion holds also 
for preferences between exertion and non 
exertion and between occupations and plants. 
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Except in the special circumstances mentioned 
above, the government has stopped short of 
full coercion in obtaining workers' cooperation 
for prolonged hard work and in directing the 
How of labor to particular occupations and 
plants. High rates of labor turnover or job- 
shopping among plants during peace time are 
part of the evidence establishing the conclusion 
that only propaganda and indirect controls 
have been used. 

We conclude that, although the govern¬ 
ment's labor preferences probably prevail, the 
households exercise some degree of choice— 
certainly much more than between consump¬ 
tion and saving. 

d. Preferences among Consumption Products 

As to the different kinds of products made 
available for consumption by households, it 
appears that the households' own preferences 
have not, by and large, been the main guide 
in allocating the resources set aside by the 
government for the production of these goods. 
On the whole, the government's preference 
scales have been controlling, and the house¬ 
holds exercise little sovereignty. As we shall 
sec, plants' profits or losses in the production 
of various consumption goods are not con¬ 
sidered by the government to be guides to the 
allocation of the resources. The government 
may give some weight to household preferences 
as expressed through purchases at the retail 
stores, but in the main the government has 
decided to give the households the products 
which it believes arc "good for" them. 

e. Preferences among Capital Products 

Although we have not usually commented 
on this scale of preferences when we studied 
other economics, we must do so here because 
of the Soviet fear or anticipation of further 
war with "capitalist" countries. The resources 
available for capital products as a whole must 
be allocated between the production of war 
materials and of products with peace time uses. 
In this matter the government's preferences 
are supreme and the ordinary households are 
not consulted. 

f. Freedom versus Security 

At first blush it might appear that, in respect 
to these two goods, the gap between the 


government’s and the households' preferences 
is the widest of any. Upon reflection, however, 
it appears that, through historical and geo¬ 
graphic conditioning and through government 
propaganda, the Russian households may well 
have come to believe that with their govern¬ 
ment (1) freedom of the capitalistic sort and 
security of the Russian sort arc largely in¬ 
divisible goods; and (2) the preference must 
be almost wholly in favor of the latter. 

3- The Soviet Union’s Resources 

Now let us sec what human and non-human 
resources are available to satisfy whatever 
wants the government or its households may 
have. 

a. Population and the Labor Resource 

The Soviet population has been growing 
much more rapidly than those of most western 
countries. On the basis of past trends in high 
birth rates and moderate death rates, the 1970 
population may well be 250 millions or more. 
Rapid industrialization of the country through 
exploitation of rich national resources will, if 
it leads to large increases in the output of 
consumption goods, greatly facilitate this 
growth. 

The continued population growth of the 
U.S.S.R. is reflected in the age composition. 
In 1949 almost 45 percent of the total were 
below 20 years of age (compared with less 
than 33 percent for the United States), while 
about 17 percent were aged 45 years or more 
(compared with about 28 percent for the U.S.). 

Of the total population in 1949 about 65 
percent were classified as rural and about 
35 percent as urban. These percentages were 
very different from those prevailing for the 
industrialized nations of the west. For example, 
by 1890 the urban figure for the United States 
was almost 40 percent. But the trend in the 
U.S.S.R. is definitely toward increasing urban¬ 
ization. The urban proportion in 1926, for 
example, was only about 20 percent. 

At the beginning of the twentieth century 
only about 25 percent of the population could 
be classified as "literate." By 1949 the effect 
of compulsory school attendance was evident: 
More than 80 percent of the inhabitants are 
said to have been able to read and write. 

Most of the Russian households were located 
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in the European part of the land mass, particu¬ 
larly in and around Moscow and in the south¬ 
western region known as the Ukraine. 

These were a great many different races and 
nationalities. The European Russians proper, 
or Slavs, comprised more than 75 percent of 
the total population—the Great Russians, 
53 percent; Ukrainians (Little Russians), 21 
percent; and the Byelorussians (White Rus¬ 
sians), 3 percent. Other groups were the Finns, 
3 percent; Caucasian highland peoples (Uzbeks, 
Turkmens, Circassians, Lesghins, Kabardins, 
and Osetines), 3 percent; Tatars, 2 percent; 
Jews, 2 percent; Georgians, 1 percent; Ar¬ 
menians and Greeks, 1 percent; Germans (not 
including prisoners of war working at forced 
labor), Poles, Lithuanians, Latvians, Estonians, 
2 percent; and various Asiatics such as the 
Kirghisians, 8 percent. 

There is no complete information on the 
number of persons available after World War II 
for work in agriculture, mining, manufacturing, 
and the other fields of production in the 
U.S.S.R. However, by piecing together various 
bits of data from various sources we may 
estimate that in 1949, out of the approximate 
total population of 200 millions, about 35 per¬ 
cent or 70 millions were in the labor force. 
(This figure docs not include farm housewives 
who do part-time agricultural work. In this 
respect the figure is comparable with those 
given in other chapters for the United States 
and Great Britain.) This labor force was a 
somewhat smaller percentage of the total 
population than the percentages found in most 
western economies (sec also Table 104 in Chap¬ 
ter 47 for 1929 percentages in various countries). 
It was distributed roughly as follows: (1) 
agriculture, forestry, and fishing—the primary 
industries: about 60 percent; (2) mining, manu¬ 
facturing, construction, and electric power— 
the secondary industries: about 25 percent; 
(3) transportation, communication, trade, 
and government service—the tertiary indus¬ 
tries: about 15 percent. 

There appears to be little question that this 
labor force was not nearly so efficient as those 
of most western countries long industrialized. 
The Communist government has undertaken 
many measures for training workers in the 
requisite skills and for raising morale, i.e., for 
increasing the willingness to work hard and 


capably; but an industrial labor force com¬ 
parable in effectiveness to those of the western 
industrial economies cannot be created "over¬ 
night.” 

b. The Capital Resource 

(1) Natural Resources. As already stated, the 
Soviet Union in 1949 covered 8.5 million square 
miles of the Eurasian land mass; it was by far 
the largest country in the world, comprising 
one-sixth of the planet’s land area. The Soviet 
''Empire” was still bigger, including Czecho¬ 
slovakia, Poland, Hungary, eastern Austria, 
eastern Germany, and the Balkans. 

A good deal is known and has been written 
about the natural resources of this vast area. 
These resources arc in fact rich enough to excite 
the imaginations of "sensatc" persons. But 
there are liabilities as well as assets in the 
"empire.” 

Let us mention first the assets. There are 
huge known resources of coal, iron, and 
petroleum; these arc the primary minerals 
essential for capital formation and industrial¬ 
ization. The auxiliary metallic and non-mc- 
tallic minerals—copper, lead, zinc, tin, nickel 
and tungsten and other alloy metals, baux¬ 
ite for aluminum, potash, phosphates, and 
many others—arc also ample. Moreover, these 
resources are well located and distributed 
for use by a decentralized industrial system. 
Potential hydro-electric power is greater than 
for any other single country. The black, arable 
soil—in a roughly triangular area stretching 
thousands of miles from Leningrad on the 
northwest to the tip of the Ukraine on the 
southwest and eastward in an ever-narrowing 
area toward a point at Lake Baikal in central 
Asia—is rich enough to support a very large 
population. There are sufficient areas with the 
proper climatic conditions for growing all the 
necessary industrial fibres (cotton, flax, hemp, 
etc.) and for the cultivation of small rubber- 
bearing plants. The coniferous and deciduous 
forest areas are the largest and richest in the 
world. 

We must remember, however, that there 
are liabilities. Resources are economic resources 
only when they can be made available at a 
cost which the society can bear. And the area 
under the control of the Soviet government has 
certain natural characteristics which tend to 
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make resource-exploitation costly. We should 
be exaggerating the potential productive 
capacity of this country if we were to forget 
the following: First, the country is big and 
sprawling. Transportation, communication, 
and close control by the capital of the outlying 
districts are difficult. Russia is very poorly 
endowed in the desirable natural economic 
resource of compactness. A substitute to some 
extent for this resource would be a good 
natural or man-made transportation system. 
But, although the U.S.S.R. has many rivers, 
some of the biggest and longest in the world, 
they do not provide a natural inland-waterway 
system of much use for cheap transportation. 
None reaches a warm-water ocean. Almost all 
the big Asiatic streams flow into the Arctic 
Ocean and are frozen over most of the year. 
Within the Union itself there is still no warm- 
water ocean port of importance. And, as noted 
below, the roads and railways are far from 
adequate. (The "empire'' of course has access 
to the Mediterranean Sea.) Second, Russia is 
poorly endowed with a generally equable and 
stimulating climate. There is of course in such 
an area a great variety of climate—tempera¬ 
ture, humidity, rainfall, winds, etc. There are 
the frozen Arctic wastes of northern Asia, the 
hot desert regions of southwest Asia, the 
milder and more equable climate of the south¬ 
ern Ukraine. But in general the climate is 
super-continental, with long, numbing winters 
and brief, searing summers. It is not one to 
induce the most effective human effort. And 
much of the rich soil area must be irrigated 
to be productive. 

(2) Man-Made Capital Other than Developed 
Natural Resources. Before the outbreak of 
World War II the Soviet government is esti¬ 
mated to have built up the economy's stock 
of capital equipment to a dollar total a little 
less than one-third that of the United States 
of America. This amount was, of course, far 
short of that needed to exploit the natural 
resources adequately. But output figures re¬ 
leased by the government leave no question 
that considerable progress in net capital forma¬ 
tion had been achieved in the 1929-38 decade. 
The data show also that most of the gains 
were made in the so-called "heavy” manufac¬ 
turing industries (iron and steel, machine tools, 
machinery, etc.). Most of the products of these 


industries were machines to make other 
machines rather than machines to make con¬ 
sumption products. But some of the heavy 
industries' products were machines to make 
consumption products, and this was notably 
true of agriculture, where large scale mecha¬ 
nization took place. Russian topography is 
ideally suited to the machine production of 
agricultural staples. 

It was in the very place where Russia was 
weakest that least economic progress had been 
made, namely transportation. Before World 
War II there were only about 60,000 miles of 
railway line in the whole country, whereas the 
United States had about 233,000 miles for a 
smaller population in a much more compact 
area. Russia's deficiency in hard-surfaced roads 
was even more marked: Whereas the United 
States had about 1.6 million miles of such 
highways, the U.S.S.R. had only about 
60,000 miles before the war. However, great 
as its deficiencies were in these two fields, 
considerable advances had been made over 
what had been left at the end of the Russian 
civil war. 

The second World War set back the economic 
clock for the Soviet Union tremendously. The 
German invasion resulted in great destruction 
of capital. In spite of the removal of much 
agricultural and industrial equipment to un¬ 
occupied territories, the Germans captured 
and used up or destroyed enormous quantities 
of livestock, farm dwellings and equipment; 
coal and ore mines; power plants; railway 
track and rolling stock; and industrial plants 
and machinery in the country's richest agri¬ 
cultural, mining, and manufacturing regions. 
Perhaps one-fifth of the Union's capital was 
consumed. 

There are no data to show over a period of 
years the percentages of the Russian national 
income that have been devoted to net capital 
formation. Scattered material, however, sug¬ 
gest that, beginning with 1929, a figure of 
from 15 to 20 percent would not be very wide 
of the actual annual proportions. Such per¬ 
centages are not unusual for young, expanding 
economies, "capitalistic” or otherwise. 

4. Technology 

Russia's economic backwardness under the 
czars was of course matched by, and to a con- 
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siderable extent caused by, its lack of engineer¬ 
ing knowledge. The industrialization that did 
take place under and after Peter the Great was 
in large part the work of technicians imported 
from Germany and other western countries. 
There was little concentrated effort to train 
and develop Russian engineers. 

The Communist regime has made large-scale 
efforts to eliminate the country’s technological 
ignorance. Elementary education, as previously 
noted, has come to be universally required. 
Secondary schools, trade and technical schools, 
and universities have been established. Scien¬ 
tific education is almost a fetish. 

These efforts have borne much fruit. The 
Russians have made notable discoveries and in¬ 
ventions in widely different fields. For example, 
they have developed new grades of wheat, 
and they have invented superior weapons 
of war. Nevertheless, according to many 
observers, they have yet to make modern tech¬ 
nology a familiar thing to the ordinary worker. 
Technical knowledge is still confined mainly 
to the higher levels of the Soviet bureaucracy 
and to plant managers. It is not easy in a short 
period to make skilled industrial workers out 
of peasants. But the western countries' margin 
of technological advantage has been narrowing 
and may in time disappear. 

5. The Social Organization 
a. Tht General Goals of Economizing 

The government delegates to itself the 
determination of the goals of Soviet economiz¬ 
ing. As we have said, its preferences are the 
compelling ones, although it tries to obtain 
the acquiescence and even approval of the 
households through persuasion and coercion. 

We may say at once that the government 
strives not to permit any diminution in total 
want-satisfaction through unemployment of 
resources. The level of total want-satisfaction 
in Russia has been so low even with full 
employment that idleness of available resources 
has come, apparently, to be regarded as an 
economic and political "sin of the first order. 

But what of the distribution of want- 
satisfaction? Which Russian households’ wants 
are to be satisfied how much? Our preceding 
discussion of wants and preferences has already 
suggested part of the pattern. The material 


want-satisfaction of the present generation is 
to be largely sacrificed to high net capital 
formation. But to what purpose, i.e., for the 
satisfaction of whose wants? The wants of the 
masses of Russian households in future genera¬ 
tions? The wants of the masses of households 
in the whole world after socialism-communism 
has been adopted in all countries? Or merely 
mainly the wants of the Soviet leaders and 
members of the Party now and in the future? 

These are hard questions. Few persons know 
enough to answer them objectively and with 
assurance. With the evidence at hand, we may 
say that (1) the Soviet government seems to 
desire the most rapid industrialization of the 
country consistent with keeping itself securely 
in power; (2) once this objective has been 
achieved, there is as yet no way of telling how 
the total want-satisfaction made available in 
the future will be distributed among the 
households of Russia or in the world as a whole; 
and (3) the want-satisfaction from the con¬ 
sumption goods now available in Russia is 
distributed primarily in accordance with the 
economic and political worth of the individual 
worker to the attainment of the Communist 
Party’s objectives. 

It appears, then, that the priorities for 
receiving want-satisfaction arc not mainly 
cqualitarian. The old communist slogan, 
"from each according to his ability and to 
each according to his need," is possibly one 
to be realized in the future but not to be put 
into operation in the present. But, it might 
be argued, the principle of distribution is, as 
it was in our hypothetical Rulcnia, a combina¬ 
tion of the productivity and need standards. 
Insofar as private household ownership of the 
labor resource prevails in the U.S.S.R., money 
income from the "sale” of labor-hours to the 
government-owned plants is distributed to the 
existing household-owners on the basis of 
their respective contributions to production. 
There are differentials of considerable size in 
wage rates and wage income, based mainly on 
differences in skill and ability to produce. 
Inasmuch as the capital resource 0 nC,l J dl ^ 
natural resources) is owned almost wholly b> 
the government; inasmuch as the return front 
this resource goes in the first instance directly 
to the government or state; and inasmuc as 
this return is "ploughed back" into expan 
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ing the business," i.e., into more net capital 
formation for the whole country, may we not 
say that income from capital is distributed 
equally among the existing and future house¬ 
holds? This distribution from capital would 
amount to one based on need. 

Such an argument would be unrealistic and 
invalid, it seems. Insofar as the returns from 
capital are ploughed back, the literal fact is 
that the masses of existing households get 
nothing out of it in the present unless, as may 
be possible, they derive some patriotic satis¬ 
faction out of the rates of net capital formation. 
Moreover, there is no assurance that, once the 
new capital goods begin adding to the output 
of consumption products, these products will 
be distributed equally. On the contrary, they 
may well continue to be distributed produc¬ 
tivity-wise. 

Thus, it looks as if the overwhelmingly 
important principle of distributing want- 
satisfaction is that of productivity—the ability 
to contribute to the success of the Soviet 
government (which is dominated wholly by 
the Communist Party) at home and abroad. 
And, let us emphasize, this principle under 
present Russian conditions operates in respect 
to political as well as economic contributions. 
In accordance with the principle, it appears 
the highest priorities in want-satisfaction are 
allotted to party members who arc government 
officials, to zealous party workers, to workers 
whose skills arc in short supply (e g., engineers, 
technicians, and administrators), and to high- 
output workers at various levels of skill. And 
by this same standard (which to many would 
seem very cold-blooded), we find a bare 
minimum of animal subsistence allotted to the 
uncooperative political prisoners who are 
either killed at once or work as slaves on 
various public projects and die by the tens of 
thousands from the lack of adequate want- 
satisfaction. "Liquidating" political devia- 
tionists and non-cooperators, and working 
them as slaves, achieves the dual purpose of 
eliminating opposition and building important 
capital projects at low "real" cost in terms of 
consumption goods foregone. Realization of 
the dual purpose gets the Communist Party 
that much closer to its chosen economic and 
political goals. 

All this is not to prove that the (Communist 


Party) government leaders are not genuinely 
looking forward to the millcnium for all 
humanity which their religion teaches will 
come through present sacrifices and the use of 
present "hard-boiled" methods. But it does 
justify the citizens of "free" countries in 
questioning the social validity of the religion 
and of the methods it condones. Do the 
ultimate ends promised by the religion support 
the use of such a principle of distributing want- 
satisfaction in the present? 

b. Tift Gtner.il Methods of Economising. 

As already indicated, the general method of 
economizing prevailing in the Soviet Union 
is one of authoritarian socialism. The Soviet 
government (really the Communist Party, 
which dominates government policy) makes 
all the important economic decisions. It 
devises and administers an economic-political 
plan for the whole country. It closely controls 
by various means the quantities and prices of 
products and factor services "bought” and 
"sold" among "firms" and households. It 
controls (or tries to control) the quantity of 
money and the rate of its circulation. There is 
uncontrolled private property in non-human 
products and factor services or resources only 
in respect to personal consumption goods and 
in a very small segment of the production- 
exchange process. Those who make the eco¬ 
nomic decisions in government are not demo¬ 
cratically elected in the western-democracy 
sense or manner. That is, the planning and 
direction of economizing is not a function of 
political democracy as we have defined that 
term; the planners and the administrators are 
not responsible to household-voters for their 
actions and decisions. Only in the indirect, 
rather remote sense that, if the decisions are 
too oppressive or mistaken, the households 
will refuse to cooperate or will possibly try 
to revolt, is there any check on the govern¬ 
ment s decisions. The wisdom and integrity 
of these decisions depend largely on the 
intelligence, beliefs, and moral stature of the 
self-perpetuating Communist Party and its 
leaders. 

Any question that we as students might be 
tempted to raise about the desirability of this 

general method of political-economizing should 

not be directed to whether the Communist 
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leaders are in fact "good," wise, and com¬ 
petent. Because our data are so meager, this 
question would lead only to profitless debate. 
A more significant question would be. Are not 
these leaders so entrenched in an authoritarian 
position and do they not give out so little 
information about their acts that, // they were 
nor good and competent and wise, they would 
be able to hide their "wickedness" and in¬ 
capacities or at least indefinitely avoid paying 
any penalties for the consequences of their 
venality and incompetence? The answer seems 
to be clearly affirmative. Then this question 
follows: Is a social system in which welfare 
depends almost wholly on the degree of wisdom 
and integrity of a relatively small number of 
exceedingly powerful individuals desirable? 
We ought not test the social worth of Com¬ 
munist methods by asking whether the present 
leaders are well-intentioned, but by asking 
whether under these methods the individual 
household has any protection at all in the 
event the Communist leaders arc not well- 
intentioned. 

To turn to still another aspect of the matter, 
let us assume that in the end (after several 
generations) the level of general economic and 
social welfare will have been raised very high. 
Then there is still the perennial question, Has 
the realization of the objectives justified the 
methods of attaining them? "What price glory 
now?'' 

Finally, to anyone believing that the ends 
do justify the means—or to be more specific, 
believing that a dictatorship has been necessary 
but that it will be only temporary because the 
achievement of the objectives will permit the 
relinquishment of authoritarianism—the ques¬ 
tion may properly be raised. How willingly 
have those sitting securely in the seats of 
economic and political power ever relinquished 
that power? How many voluntary abdications 
have there been, even by those whose religion 
demands it? 

It would be wrong to answer any of these 
questions dogmatically or finally at this stage 
of what some have called "the Russian experi¬ 
ment." But the questions must be raised. 

Even in our present state of knowledge about 
the Soviet Union, it is pretty clear that we 
cannot say there is a complete lack of democracy 
in the western sense. The party and the govern¬ 


ment appear to be consistently assiduous in 
conducting "public opinion polls" among the 
households on various government policies 
and decisions. Suggestions and advice are 
sought from the rank and file of workers and 
peasants on matters affecting them. And the 
Soviet treatment of racial minorities at certain 
times might to some extent serve as a model 
for certain western democracies. (This treat¬ 
ment, of course, may be an evidence of smart 
benevolent dictatorship rather than of democ¬ 
racy.) But the fact of overwhelming author¬ 
itarianism seems to remain the fundamental 
one. 

(1) The Economic-Political Units. So much 


for the over-all method of making economic- 
political decisions: Through direct or indirect 
measures the government exercises a thorough¬ 
going, pervasive control. But even in Soviet 
Russia, where socialisra-to-communism appears 
to be the official state religion (with martyrs, 
saints, and high priests and with scriptures 
from Marx, Lenin, and Stalin), the economic 
and political life of the country is not organ¬ 
ized strictly in accordance with the biblical 
blueprints. Real-life conditions always seem 
to demand a certain amount of temporizing 
and trial and error, opportunistic improvisa¬ 
tion; and the social organization of economiz¬ 
ing that exists in the U.S.S.R. today is the 
result of such hard-headed adaptations of 
dogma. 

With this in mind, we may distinguish the 
following economic decision-making units, 
all being subject in greater or less degree to 
central government controls of various sorts. 
GO the households; (*) factories and farms 
owned and operated by the All-Union (central 
or federal) government or by one of the 
"Republic" or local governments and usually 
organized from the economic standpoint in 
industries ("trusts") and from the geographic 
standpoint in "departments" under the contro 
of All-Union government Commissariats ana 
the State Planning Commission; (c) cooperative 
farms and factories operated (but, strict 
speaking, not owned), respectively, by group* 
of peasants and workers but under strict g 
ernment controls; and (/) small private * 
vidual enterprises allowed, under government 
regulations, to exist in certain circumstance • 
(a) Households. The Russian households 
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under Soviet socialism have normally been 
allowed, within certain limits (sometimes 
narrow limits), to decide (*/) where to work; 
( b ) how much to save out of current money 
income; and (c) except for the 1929-35 and 
1941-47 ration periods, how much of the 
available consumption products to buy at 
what retail stores. We shall discuss these 
decisions later under "the process of economiz¬ 
ing." In general, as previously noted, the 
households have had, at least nominally, a 
fair degree of freedom of choice; but under the 
Soviet system the degree of actual economic 
and political sovereignty permitted them has 
been very small. 

(b) Private Enterprises. Except during the 
1921-28 period of the New Economic Policy 
(NEP) the amount of private enterprise in the 
U.S.S.R. has been very strictly limited and 
regulated. All private trading involving the 
buying of products for resale is prohibited, and 
there is a long list of particular industries in 
which private enterprise is specifically for¬ 
bidden under any circumstances. However, on 
obtaining a license from the government, a 
person may engage in certain occupations or 
make certain products for his own profit if 
he uses only his own raw materials, works to 
the order of customers rather than in antici¬ 
pation of demand, and does not employ 
other workers. These occupations or products 
have included beverages and foods; bookbind¬ 
ing; carpentry, cabinet-making, and cooperage; 
clothing, dressmaking, tailoring, and sewing; 
dentistry; glazing; hairdressing; laundering; 
leather goods, including shoemaking and shoe- 
repairing; legal advice; locksmithing; medi¬ 
cine; musical instruments and instruction; 
optical work; painting; photography; plumb¬ 
ing; pottery-making; typing and stenography; 
and upholstering. Many of these come under 
the heading of "service" industries. Apparently 
the government has recognized the administra¬ 
tive difficulties involved in the direct control 
of very "small business." In addition to the 
above, cooperative farmers ("collective" 
farmers is the terra used) arc permitted to sell 
their "surplus" agricultural products to housc- 
hoJds m local private markets; the term 
surplus" means the output left over after the 
peasants have made their required deliveries 
to the government. 


(c) The Cooperatives. The producers’ coopera¬ 
tives or collectives comprise an element of 
considerable importance in the Soviet scheme 
of things. This fact, like the sufTcrance of 
tiny private enterprises, represents a realistic 
acceptance by the government of the necessity 
for adapting its program so as to obtain needed 
output. As previously noted, the first five-year 
plan was almost wrecked by the effort to 
nationalizeagriculture.Thesocialization policy 
in this major industry was modified in favor 
of a three-fold organization plan for agricul¬ 
tural production: (1) Large state farms 
(sovkhozj') were established, often on previously 
unused or reclaimed land, for the production 
of various specialized products. The workers 
on these farms are classed as factory employees. 
These farms are highly mechanized, and the 
government intended them to serve as models 
for large-scale farming. (2) Collective farms 
(kolkjfozj') were organized among the peasants 
for cooperative effort. The land is owned by 
the government but the peasants arc granted 
the right to its use, in perpetuity and nominally 
rent-free. This arrangement makes the govern¬ 
ment a sort of partner with the peasants' own 
collective self-governing board. The latter 
parcels out whatever strips of land are allowed 
to individual peasants and organizes the various 
details of agricultural production on the other 
land, which is farmed collectively. The govern¬ 
ment keeps its eye on the output records and 
may intervene in the holkhoT. management if it 
appears to be ineffective. The crop output is 
distributed as follows: (a) Compulsory deliveries 
of certain quotas are made to the government 
collection agents at low, fixed prices. (£) Con¬ 
ditional or voluntary deliveries are made to the 
government at higher prices, (c) As previously 
mentioned, there may be surpluses, to be sold 
in private markets. In addition, interest on 
loans from government banks may be paid in 
kind, i.e., in crops. So may certain taxes to 
the government. Each individual peasant's 
share of the residual product or "profits" is 
determined by the collective's appraisal of his 
contribution or productivity. ( 3 ) Before the 
residue is available for sharing, there is still 
another apportionment of a collective's out¬ 
put: Collectives may pay in crops (or cash) for 
the use of the machinery available from a third 
kind of agricultural organization, the Machine 
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Tractor Stations. A collective does not usually 
own its own mechanized equipment but hires 
it under an annual agreement from a central 
MTS, where skilled operatives and repairmen 
are stationed. More than 95 percent of the 
Russian agricultural output comes from the 
Kolkozj. 

Producers' cooperatives are of considerable 
importance in certain "light" consumption- 
product industries like furniture and apparel. 
In certain prewar years they were responsible 
for as much as 20 percent of the total output 
of consumption goods. Like the agricultural 
collectives, they are closely watched and con¬ 
trolled by the government. 

(d) The Soviet Govern went and Its Organisation 
of Production. Except in agriculture, the enter¬ 
prises owned and operated by the government 
(factories or plants, railroads, wholesale and 
retail units, etc.) are the overwhelmingly 
important elements in the output of consump¬ 
tion products and capital goods. Because of 
this and because of the controls exercised over 
the other economic units mentioned above, it 
is necessary for us to note briefly the main 
geographic and functional features of the 
governmental organization. 

To begin with, it is necessary to understand 
that the U.S.S.R. is a federal union of 17 soviet 
socialist republics. Before the beginning of 
World War II there were only eleven: The 
Russian Soviet Federated Socialist Republic, 
the Ukrainian S.S.R., the Byelorussian S.S.R., 
and the S.S.R.’s of Georgia, Azerbaidzhan, 
Armenia, Kazakh, Turkmenia, Uzbek, Tadzhik, 
and Kirghiz. But since 1940 six additional ones 
have been established: the Karelo-Finnish 
S.S.R.; those of Estonia, Latvia, Lithuania, 
and Moldavia; and that of Taunu Tuva (Outer 
Mongolia). Of these by far the largest in size, 
population, and resources is the R.S.FS.R. 
Each republic has a certain amount of 
autonomy, but the All-Union government is 
supreme. 

In respect to functional organization the 
Communist Party is, in the last analysis, "the 
works." Its leaders, particularly Marshal 
Joseph Stalin, are the determiners of basic 
government policy, just as the National 
Socialist (Nazi) Party ran the German Govern¬ 
ment from 1933 to 1945- The C.P.’s members 
(numbering only a very few millions out of the 


200 million population) and sometimes persons 
approved by the party are the only candidates 
for office in local, provincial, republic, or All- 
Union elections. The government councils are 
really party councils, and vice versa. 

Within the Communist Party the Politburo is 
the center of power and control. In theory only 
a subcommittee of the All-Union Central Com¬ 
mittee (which is supposed to be the supreme 
authority within the Party between sessions of 
the Party congresses), this group of 12 men 
headed by Stalin wields final power in all 
respects. The Party does what the Politburo 
tells it to. So do the official legislative, 
executive, and judicial branches of the govern¬ 
ment mentioned below. 

The highest legislative power in the U.S.S.R. 
is the Supreme Soviet. This is the national 
legislature, and it is composed, of course, of 
Communists. This Soviet elects a sort of 
executive group or cabinet called the Council 
of Ministers; each Minister is in charge of a 
particular Ministry or executive department. 
There are two kinds of Ministries—the All- 
Union and the Union-Republic; the distinction 
is explained below. The All-Union Ministries 
existing in 1947 were as follows: Foreign 
Trade, Education, Aviation Industry, Ship¬ 
building, Armaments, Railroad Transporta¬ 
tion, Coal, Petroleum, Power Stations, Elec¬ 
trical Equipment, Ferrous Metals, Non-Ferrous 
Metals, Chemical Products, Construction, 
Heavy Machines, Merchant Marine, River 
Transport, Automobile Production, and Ma¬ 
chine Tools. Each Republic has legislative and 
executive governing bodies. The executive 
departments here are also known as Ministries. 
These various Ministries in the several Repub¬ 
lics—and their operations—are coordinated 
federally through the Union-Republic Minis¬ 
tries of the central government. That is to say, 
whereas the several All-Union Ministries deal 
with matters of national importance which 
require uniform administration throughout the 
country, the Union-Republic Ministries deal 
with matters which are regarded as properly 
permitting a certain amount of adminis¬ 
trative variation and decentralization to suit 
the different needs of the several repub¬ 
lics; but central coordination for the latter is 
nevertheless provided. In 1947 the Union- 
Republic Ministries included Armed Forces, 


THE UNION OF SOVIET SOCIALIST REPUBLICS 


1009 


Light Industry (all consumption produces, 
except as otherwise covered); Textiles; Rubber; 
Fishing; Livestock; Food;Timber; Agriculture; 
Finance; Justice; Public Health; Internal 
Affairs; State Security; and Government Con¬ 
trol (the ‘‘inspection" anJ “efficiency" 
Ministry). 

Each ministry in charge of a particular 
industry is organized into a number of geo¬ 
graphic "departments." Each of these depart¬ 
ments administers and coordinates the work 
of the various "trusts " The trusts are groups 
of plants or factories (sometimes a single large 
plant) in a given industry within the depart¬ 
ment. Each plant is operated by a manager, 
who is responsible to the head of the trust or, 
if the trust is a single-plant one, to the depart¬ 
ment head. 

The Council of Ministers, composed of the 
All-Union and the Union-Republic Ministries 
noted above, has attached to it several com¬ 
missions or councils which attempt to provide 
economic and statistical assistance and adminis¬ 
trative coordination. Perhaps the most impor¬ 
tant of these ad|uncts is the State Planning 
Commission or Gosplan. This is the organiza¬ 
tion which—subject to the general directives 
issued by the Communist leaders on the 
Council of Ministers; mindful of the various 
su 8f> est i° n s made by the lower economic and 
political units in the Ministries and Republics; 
and subject to final approval by the Council— 
draws up and checks on the Ministries' and 
Republics' administration of each live-year 
plan. In other words, the Council makes certain 
broad allocations of resources (e g., between 
consumption and savings) in its directives, and 
the Gosplan subdivides these general alloca¬ 
tions many, many times, until a very detailed 
plan emerges for every state and collective farm, 
for every plant, and for all other economic 
units (except the insignificant private ones) 
engaged in any productive activity. 

Essentially, the long and detailed plan which 
guides the economy 's production has two main 
integrated aspects: a “real" one and a money 
or financial one. That is, there is a 'Teal'* or 
material" plan and a financial plan, and the 
two go hand in hand, in fact are two aspects 
of the same thing. The Gosplan, subject to 
the general policy directives and to changes 
directed by the Council of Ministers, makes 


the main economic decisions which in j 
private-enterprise economy are made chiefly by 
the owners of each individual firm; and these 
decisions tell each state-controlled economic 
unit (which organizes productive activity) the 
main things it has to do in both "real" and 
money terms. On the "real" side, each plant 
(including farms) is told the quantities and 
qualities of the products it is expected to pro¬ 
duce. the quantities and grades of labor, raw 
materials, power, capital goods, and other 
inputs it is expected to hire; and the efficiency 
it is expected to achieve in organizing the 
inputs to make the outputs. On the financial 
side, each plant is told the amounts and terms 
of long-term and short-term credits it may 
obtain from the state banks. And the appro¬ 
priate banks arc informed of these matters in 
respect to the plants under their "jurisdiction." 
Furthermore, the Teal" inputs and outputs 
are given a monetary expression in that the 
government sets their prices; quantity times 
price provides a money value for each input 
and output. 

It would be a mistake to think that each of 
the Gosplan's five-year plans rigidly direct 
every daily move of every plant manager from 
the production of agricultural and mining raw 
materials through to the sale of consumption 
products to the Russian households. A given 
plan does have significant elements of flexi¬ 
bility: The Gosplan itself must constantly re¬ 
vise its plan in the light of occurrences in the 
"field." And no plant manager is tied hand and 
foot to the extent of being told exactly when 
and from whom he must procure his inputs and 
to whom he must send or "sell" his outputs. 
He is free to "contract" with one or more of 
his customary suppliers and "customers" for 
the needed inputs and for disposal of his 
products. But the terras of his "contracts'* are 
determined by the central plan. 

Each five-year plan devised by the Gosplan 
is administered from top to bottom by the 
respective Ministries and the organizational 
subdivisions under them. The Ministry of 
Government Control checks on the efficiencies 
of the various organizational units, and the 
Gosplan reports the statistical progress of the 
plan in its several divisions to the Council of 
Ministers. 

We shall consider the economic principles 
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involved in the plans in our section on the 
Process of Economizing. The things to remem¬ 
ber here are (1) the general nature of the eco¬ 
nomic organization for planning; and (2) the 
fact that Soviet Russia affords the world's 
outstanding example of centralized economic 
decision-making or planning. 

(2) Nature and Role of Money and of Banking. 
(a) Money in Russia. In our studies of Atoraisia 
and Dictatia-Rulenia we saw that any big 
multi-unit economy of specialization and 
exchange could not operate without money, 
which functioned as a medium of exchange; 
as a unit of account or common denominator 
of values, and as a liquid store of value. The 
same things hold for the U.S.S.R. This econ¬ 
omy perforce uses money, and money here also 
performs its usual functions. 

In the earliest days of the Union there were 
certain Communists who, associating money 
mainly with the alleged profits-exploitation of 
labor prevalent in "capitalist” economies, be¬ 
lieved that the Soviet economy could and 
should operate without money. They supported 
their beliefs by quotations from the Marxian 
gospels. But the zealots were soon set right by 
Lenin, who in effect pointed out that (1) the 
abolition of money was advocated by Marx 
only for a communistic state in which human 
nature would be such that every one would 
work his hardest for the common good and in 
which products would be so plentiful that they 
could be free-shared, with no necessity for 
economizing the resources and for attaining an 
optimum allocation of them; (2) the Soviet 
Union was a long way from the state of com¬ 
munism and would have first to undergo a 
system of socialism in which it would be most 
important to achieve an economic allocation 
of resources. In short, he said that, so long as 
there is an economic problem in a large society, 
there must be some kind of money to serve as a 
unit of account to facilitate resource-allocation 
by measuring relative values. So the Commu¬ 
nists kept and used money. In Russia money 
is a medium of exchange for households' pur¬ 
chases of consumption products from retail 
sellers; for plants' purchases of labor-hours 
from households; for plants' purchases from 
each other; and for households and firms 
payments of taxes to the government. Money 
is a unit of account by means of which the com¬ 


plicated production plans are devised and con¬ 
trolled in common terms. And money is a store 
of value whereby (1) the government can draw 
out of the stream of spending the funds it causes 
to be embodied in new capital goods, and ( 2 ) 
the households can save and can distribute 
their consumption-spending over time between 
pay-days. 

In our study of the United States we saw that 
the economy’s money was of two main sorts: 
currency or cash, and credit or check-book 
money (demand deposits created by the banks). 
The former circulates from hand to hand, 
mostly as wage payments from firms to house¬ 
hold-members and as a medium for households’ 
purchases of consumption products from retail 
stores. Short-term and long-term deposit money 
circulates essentially by means of changes in 
the book accounts of firms and households as 
kept by the banking system. In the U.S.S.R., 
money is also, essentially, of these two kinds. 
The Soviet currency (or cash) is composed of 

(1) bank notes of one to ‘yOcbemovet * (one cher- 
novetz equals ten roubles), which are obliga¬ 
tions of the (central) State Bank or Gosbank; 

(2) treasury notes in denominations of one to 
five roubles, which are obligations of the State 
Treasury but are issued by the Gosbank; and 

(3) silver coins of one rouble and of one to 50 
kopeks (one rouble equals 100 kopeks). The 
Soviet currency unit is the rouble, which in 
theory has a gold equivalent of 0.775 grams of 
fine gold; but this gold value has limited 
practical significance, for the paper currency 
and coins arc inconvertible into gold at home 
and the rouble is not used by the government 
in the ordinary way for international transac- 


10 ns. 

Soviet deposit money is discussed below. 

(b) Banks and Banking in the U.S.S.R. The 
ovict banking system is geared to the opera- 
ion of a socialist economy committed to cen- 
ralized planning. As in all socialist or near- 
ocialist states, the banking system was the 
rsc "industry" to be nationalized. 

In our study of the United States we saw that 
here were two main kinds of loans exten e 
o productive units: (1) There were short-term 
Dans, such as drafts, bills, and notes, used or 
nancing commercial transactions an P 
iding working capital. Some types of these 
ieces of paper evidencing the transact! 
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were boughc and sold, ac discounts, in the 
“money market." The granting and payment 
of the obligations represented by this "com¬ 
mercial paper" resulted in changes in the bank- 
deposit accounts of the creditors and debtors 
involved in the transactions. The transactions 
not only originated through the granting of 
loans by commercial banks at the request of 
buyers of raw materials, etc., but also through 
these banks’ discounting the drafts of cred/tor- 
stlltrs of products to customers. (2) There were 
long-term loans (by means of bonds and mort¬ 
gages) made by banks o! various kinds (includ¬ 
ing savings banks) and by households to lirms 
wishing to invest in additional capital goods. 
New money could be created when banks bought 
these securities. 

In addition to borrowing, American firms 
were found to obtain capital funds by selling 
equity securities. We also learned that many 
firms, by retaining a portion of profits, were 
able to finance their short-and-long term needs 
themselves, without recourse to banks. 

The money-banking system of the U.S.S.R. 
is in some ways similar to and in other ways 
different from that of a private-enterprise econ¬ 
omy like the United States. The financing of 
payments for plants' short-term needs, such as 
raw materials purchases and wage payments, 
is accomplished either through plants' self- 
financing or through bank loans to the plants 
buying the raw materials, labor, etc. Each 
plant is allowed to retain some of its "profits" 
for self-financing. This revolving fund of work¬ 
ing capital must be kept on deposit with an 
appropriate branch of the Gosbank. If a plant 
operates efficiently and according to plan, if its 
suppliers and customers do the same, if the 
production period is reasonably short, and if 
the government does not tax away all the 
profits resulting from such a happy state of 
affairs, the plant will doubtless have a surplus 
and will not need to apply for a loan from its 
bank. The granting of short-term credit to 
those plants which do need loans is an exclusive 
function of the Gosbank, the central bank of 
the Soviet Union, which has several regional 
officers and some 3000 branches. No plant is 
allowed to grant book or other credit to any 
other plant. Three kinds of loans are available, 
depending on the circumstances of the plant 
requesting the loan: (1) Planned loans are 


granted to facilitate a plant in carrying out its 
part of the over-all economic plan on schedule. 
(2) Unplanned loans are available to tide a plant 
over some unforeseen emergency or other con¬ 
dition which makes fulfilling a plan impossi¬ 
ble. (3) Goods-in-transst loans arc made to cover 
the expenses connected with the usually long 
period elapsing between shipments of a product 
from a selling plant and arrival at a customer's 
plant. 

The rate of interest on short-term loans has 
ordinarily been six percent. 

The foregoing suggests that in Soviet Russia 
there is a large superstructure of deposit money 
erected on the currency base. In Russia, deposit 
money consists mainly of deposit accounts held 
at (loans granted by) the Gosbank for indus¬ 
trial enterprises; these are transferred, in the 
settling of transactions, by various documents, 
including checks. Other banks may also have 
deposit accounts at the Gosbank. In addition, 
there seems to be what amounts to demand 
deposit in savings banks transferable by 
households' checks. It is by changes in this 
superstructure of deposit money that changes 
in the total quantity of Russian money are 
primarily brought about. 

It is clear, then, that, subject to the top 
government policy, the Soviet banking system 
as a whole is |ust as able to create new deposit- 
money as the banking system of a private- 
enterprise economy. But it must be understood 
that it is The Plan of the government which 
tells the Gosbanks branches what quantity of 
loans to grant and when. No government pro¬ 
ductive enterprise can receive and no bank- 
branch can grant a loan which does not fit into 
The Plan. Thus the short-term credit system 
has developed into an effective instrument of 
control over the operations of individual 
plants. A well-run bank can almost force a 
plant manager into bending every effort to 
become more efficient and to fulfill his obliga¬ 
tions under The Plan. In this respect "banker 
control" of productive enterprise is even more 
prominent and effective in socialist U.S.S.R. 
than in "capitalistic" U.S. 

Long-term funds for capital construction and 
equipment by government plants come from 
five government banks and their branches. 
These funds, however, are not usually loan- 
funds, and no interest is payable on them. They 
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are outright grants to the plants. In other 
words, no Soviet plant has any equity stock or 
usually any bonded indebtedness. TheSelkhoz- 
bank makes capital grants to state and collec¬ 
tive farms. The Torgbank finances other 
cooperatives. The Tsekombank handles grants 
for municipal construction. The Prombank 
takes care of the long-term capital of all other 
industries. Finally, there are in the U.S.S.R. 
more than 40,000 savings banks whose function 
is to receive deposits of households' savings 
and to buy government bonds with them. The 
money obtained in this way by the government 
is given to one or more of the other four banks 
listed above. (The savings banks, as already 
stated, appear also to hold household demand 
deposits to some extent.) 

In addition to private saving and the printing 
press there are, as we shall see later, two other 
main sources of the funds which are granted by 
the banks to their respective "clients" for 
capital construction. The government taxes its 
own plants profits to some extent. And, most 
important of all, the government levies a sales 
tax—called a turnover tax —on consumption 
products. 

These facts about the sources of the capital- 
formation funds, plus the fact that net capital 
formation is in large part accomplished by 
means of grants rather than loans make it clear 
that saving-investment is (1) strictly controlled 
by the government and (2) mainly a matter of 
government budget-handling. 

The above discussion has emphasized chiefly 
the organizational aspects of Soviet money and 
banking. The economic principles involved in 
the functioning of the system will be treated 
in the next main section of this chapter. 

(3) Soviet Markets. The terms (prices, dis¬ 
counts, etc.) on which products and productive 
factors and their services are bought and sold 
in the U.S.S.R. are, except for the small and 
insignificant private-trading sector, determined 
and controlled by the Soviet Council of Minis¬ 
ters and its adjuncts. In other words, as already 
indicated, prices are not established in free 
markets by the free interplay of the product- 
supply conditions controlling private firms; 
the labor-supply conditions which show 
household preferences; the product-demand 
conditions which show households'preferences; 
and the factor-service-demand conditions found 


in private firms. As we shall sec in the next 
main section, it would be entirely incorrect to 
conclude from this fact that all product and 
factor prices are arbitrarily determined by the 
Gosplan, with complete disregard of the 
above-mentioned private supply and demand 
conditions. These things seem often to be given 
considerable recognition by the central author¬ 
ities. But we have to recognize that in the 
Soviet Union the free price system, as we have 
known it in all our model economies except 
early Dictatia, does not perform its usual task 
of allocating the economy’s resources. In short, 
the product-demand conditions given most 
weight by the government are those reflecting 
its own preferences; the product-supply condi¬ 
tions and the factor-service-demand conditions 
are those found in government-owned or -con¬ 
trolled plants; the labor-supply conditions 
partly reflect government preferences; and the 
prices of products and factor services are set by 
the government mainly with reference to these 
conditions. 

With all these things in mind, then, let us 
turn now to a consideration of the economic- 
political principles which govern the decisions 
of theeconomic-political units in Soviet Russia. 

B. The Process or Economizing 
1. The Economizing of Households 

a. Decisions on Earning Real Income from Selling 

Labor 

We have already considered the Russian 
households' wants and preferences in respect to 
leisure versus income. Now let us put the 
households' indifference maps for these alter¬ 
natives together with the respective outlay 
curves for the alternatives. Doing this will 
show us something about the economic nature 
of the households' decisions that bring income 
to the households. 

The two most important elements in the 
labor of the U.S.S.R. are industrial workers 
and peasants other than penal workers. The 
households selling non-penal labor-hours must 
make three decisions: (*) how many hours to 
work versus how many hours not to work. 
(£) how hard to work when on the job; and 
(r) in which occupation and plant or farm to 
work. In our earlier discussion we saw tha . 
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except for certain emergency periods, the 
households’ own indifference maps for these 
sets of alternatives are, although subject to 
government pressures of various sorts, allowed 
some expression. 

In respect to the first decision, let us con¬ 
sider the household's indifference map as given. 
The outlay curve's slope, as we know, repre¬ 
sents the ratio of the price of an hour of leisure 
(one hour of time) in relation to the price of a 
rouble of real income (the latter price being 
the reciprocal of the real wage rate—the money 
wage in terms of what it will buy in goods). 
Then if the government paid nothing but 
hourly wage rates for the various occupations, 
the nature of the households' decisions would 
be the same as in Atomisia or in any other 
economy for which we assumed hourly wage 
rates. That is, the slope of the outlay curve 
would be a given datum for any household at 
any given time. But in the Soviet Union most 
of the wage rates are piece rates; i.e., a worker 
is paid per hour in proportion to the quantity 
(and sometimes also to the quality) of the out¬ 
put he produces in the hour. (The government 
adopted this incentive method of wage pay¬ 
ment many years ago in order to stimulate 
productivity and efficiency. The name "Stak- 
hanovism’’ has often been associated with the 
Soviet wage-incentive system because of the 
outstanding output records achieved under it 
by the famous coal-miner of the Donbas, 
Alexei Stakhanov.) In addition to the ordinary 
piece-rate system there are other incentives for 
high productivity, such as (*) special premiums 
out of funds which plant managers arc author¬ 
ized to set aside out of profits and (£) various 
non-pecuniary honors bestowed by the govern¬ 
ment. Under this incentive system the worker 
must in effect choose his own hourly wage rate. 
That is, the worker can obtain a higher or 
jower income per hour by working harder or 
less hard during the hour. So under an incentive 
wage rate system the worker must make an¬ 
other decision in choosing how many hours 
to put in at his workplace: He must decide how 
much energy to expend, and this decision 
determines his hourly income and, thereby, 
the slope of his outlay curve. We may say that 
the worker or household reaches an equilib¬ 
rium decision at a point where the reward for 
any further exertion just balances the cost of 


the extra exertion, i.e., where the marginal 
utility and the marginal disutility of working 
under a piece-rate system are just equal. If the 
worker labors at this pace he will earn a certain 
amount per period of time such as an hour. 
This amount is in effect his hourly wage rare. 
Then the equilibrium number of hours to be 
offered to a plant is determined as with the 
hourly-rate employee. 

In actuality the two decisions just received 
are interdependent and sometimes simultane¬ 
ous. It was necessary, however, for us to sepa¬ 
rate them for analytical purposes. 

Insofar as compulsions and pressures by the 
government or the Party restrict a household’s 
freedom to decide the above matters for itself, 
there is no household economizing for leisure- 
income. Government coercion limits the alter¬ 
natives and thereby the field of choice. 

In respect to choosing the occupation 
and the plant to which it will offer its labor- 
hours, the Soviet household’s decision is, given 
its self-determined indifference map, the same 
as the decision in any other economy. As a re¬ 
sult, Soviet labor tends to distribute itself 
among occupations and plants in accordance 
with GO its preferences, which arc based on 
the relative non-pecuniary attractiveness and 
social distinctions of the jobs and the relative 
wage-rate rewards for performing the jobs (i.e., 
the relative utilities of the jobs) in relation to 
(» the relative disutilities of the jobs, includ¬ 
ing the relative costs of learning them and 
moving to them, and the relative disagrceable- 
ness of the jobs. 

It should be noted that, although there is 
extensive unionization of workers in Soviet 
Russia, and although the local units of these 
unions deal or bargain with their respective 
plant managers on many matters, such as work¬ 
ing conditions, the unions are quite different 

from the semi-monopolistic organizations that 
exist in private-enterprise economies. They are 
in effect what in the latter economies are called 
' company unions.” They are not free; they 
exist on government sufferance. They are not 
free to bargain independently on the funda¬ 
mental terras of employment—wage rates and 
lengths of work periods. They may give advice 
and suggestions on these matters. But the 
government makes the decisions unilaterally. 
And the exercise of economic pressure through 
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strikes, boycotts, etc., is usually not tolerated 
by the government but is severely punished. 
In this the Soviet government is like the gov¬ 
ernments of private-enterprise economies: The 
latter do not usually permit unions of govern¬ 
ment employees to strike against the govern¬ 
ments either. In such economies, of course, 
such unions represent only a small minority of 
all union members. But in the U.S.S.R. the 
government unions are the only ones; therefore 
no strikes at all are allowed. 

b. Decisions on Allocating Money Income 

(1) Between Consumption-Spending and Saving. 
Households receive certain amounts of money 
income. This money income for industrial 
workers (manual and white collar) is over¬ 
whelmingly from the sale of labor-hours to 
Russian plants. For peasants it comes from a 
share—in proportion to productivity—of the 
'profits’' of their cooperative enterprise plus 
any amounts they receive by the sale of residual 
farm output in private markets. The decisions 
on how much of this money income to spend 
and how much to save are almost entirely those 
that the government wishes the households to 
make. The government’s preferences, in short, 
are controlling. The households have very little 
part in the decisions about most of the saving 
done in the economy. Their own indifference 
maps, reflecting the relative marginal utilities 
of consumption and of saving for interest- 
income, power, security, or whatnot, are not 
compelling. 

The way government compels the house¬ 
holds to save the amounts it wants is discussed 
later under government economizing. W'c may 
say here, however, that the prices paid by 
households for consumption products include 
a large, so-called ■turnover tax” (in addition 
to the costs of producing and selling the prod¬ 
ucts), and the proceeds of this tax are used 
mainly for capital formation. 

Nevertheless, the households do have some 
opportunity to express their own preferences. 
They can deposit some of their incomes in the 
government savings banks, which pay interest 
at the rate of 3 percent. They can also (in fact 
are under considerable pressure to) buy govern¬ 
ment bonds at a comparable rate of interest. 
To the extent that the households' preferences 
are controlling in these cases, the households 


have an economic decision to make. For this 
decision their own indifference maps and an 
outlay curve reflecting the going, govern¬ 
ment-determined interest rate are determining. 

(2) Allocating Consumption-Spending among 
Consumption Products. Households in Soviet 
Russia, except during the important 1929-35 
and 1941-47 rationing periods, have been free 
to apportion their available consumption 
spending in accordance with their own deci¬ 
sions. They have, in other words, had some 
freedom of choice (but, as already stated and 
as will be shown in greater detail later, they 
have not nearly had full sovereignty in direct¬ 
ing the allocation of resources among the 
various consumption products). Consequently 
the economic nature of their consumption 
decisions has in the main been the same as in 
private-enterprise, non-authoritarian econo¬ 
mies. Given a household’s indifference map 
for (preferences between) two products, the 
quantity of each that will be purchased is 
determined by the slope and position of the 
outlay curve, i.c., by the ratio of the prices of 
the products and by the amount of money in¬ 
come available. These prices arc given data 
and the curve’s slope is constant because the 
ordinary Russian household is a purely com¬ 
petitive atom. Then insofar as Russian house¬ 
holds behave with economic rationality, each 
decides to buy those quantities of all products 
at which the marginal utility-marginal out¬ 
lay ratios for the products arc all equal. That 
is, the household is in equilibrium when one 
rouble's expenditure provides the same utility 
from each product. 


:. Factor-Service Supply Schedules and Product- 
Demand Schedules 

To whatever extent the households of the 
J.S.S.R. make the above-noted decisions on 
juantities of labor-hours to be offered at 
lifferent wage rates, on quantities of savings 
o be offered at different interest rates, and on 
juantities of various consumption products to 
>e bought at different prices, we may say that 
here exist in the Soviet economy (1) wage- 
ate group supply curves of labor, to the 
conoiny as a whole and to particular occupa- 
ions, plants, and industries; (2) interest-rate 
;roup supply curves of savings to the economy 
s a whole; and (3) group price-demand curves 
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for each industry's product—also, sometimes, 
fora particular plant's products. The labor and 
the savings supply curves for the whole 
economy are probably similar in general char¬ 
acteristics to the ones we derived for other 
economies. So also are the product-demand 
curves. 

There are also, of course, income-demand 
curves for particular consumption products and 
an income-demand curve for consumption 
products as a whole. The latter curve, which 
is the propensity-to-consume curve, undoubt¬ 
edly would show that, left to their own de¬ 
cisions, the great majority of Russian 
households would save very low percentages 
of income at existing income levels. 

2. The Economizing of Firms 

The tiny firms that the Soviet government 
permits to operate in the little private-enter¬ 
prise sector of the economy may be said to 
make output and input decisions in much the 
same way as firms in other economics that arc 
wholly or mostly private-enterprise ones. But 
in the broad view of Soviet economizing, such 
firms have very little significance. All the other 
producing units are cogs in the government 
' firm,” and as such must be discussed under 
the heading of government economizing. This 
is as true of the agricultural and industrial 
cooperatives as it is of the farms and factories 
directly owned and operated by the govern¬ 
ment. In other words, the cooperatives are 
not truly private-enterprises. The govern¬ 
ment's control is so thorough-going that pri¬ 
vate ownership has very little meaning. As 
we learned from our study of American cor¬ 
porations, the control of decisions and the 
right to obtain the yields of enterprise is the 
thing that counts, not ownership. 

If it is true that the important economic 
decisions for individual plants are made in 
Moscow rather than locally by the individual 
plant managers, it follows that these managers 
are significant not as economizers but rather 
as administrators and technicians. Their main 
task is to organize the plant's productive ac¬ 
tivities efficiently. For example, they must try 
to arrange their machines, conveyor belts, 
lighting, etc., effectively, and they must try to 
promote high morale and effective labor rela¬ 
tions among the workers. 


3- The Economizing of the Soviet Government 

We turn then to a brief survey of the nature 
of the Soviet government’s economic deci¬ 
sions. It will be useful for us to consider these 
decisions under our customary main headings: 
the allocation of resources; the distribution 
of income; and the extent of resource utiliza¬ 
tion. Our approach in respect to the first two 
of these topics will be mainly under what we 
have termed "stationary” and "progressive” 
assumptions, whereas our treatment of the 
third topic will be fully "dynamic.” 

Before getting into these discussions it will 
be helpful if we cast our thoughts back to our 
discussion of American war-time economizing 
in Chapter 43. We saw there how a private- 
enterprise economy, faced with a dire emer¬ 
gency (the preservation of national existence), 
turned itself temporarily into mainly an au¬ 
thoritarian economy whose objective was the 
output of one big product: total, speedy vic¬ 
tory. Under these circumstances the United 
States government created an organization for 
economizing which largely supplanted the 
organizing principle of the price system. The 
allocation of resources was accomplished 
chiefly in "real" terms by the decisions of the 
War Production Board, the War Manpower 
Commission, and associated agencies. The 
control of the prices of products, factors, and 
factor services was under the jurisdiction of 
the Office of Price Administration and the 
W ar Labor Board. Rationing and tax measures 
were introduced to control the distribution 
of income. Net capital formation was con¬ 
trolled by the armed services, the WPB, and 
the Treasury. And so on. 

We must bear in mind, then, that ever since 
us inception the Soviet Union has been or 
has been believed to be, by its rulers, in a state 
of economic and political emergency. It has 
been faced, at least some of the time since 1917 , 
by circumstances which conceivably might 
have prompted other governments to institute 
authoritarian controls-other governments 
whose leaders believe in political and economic 
democracy for ordinary times and have not 
been converted to the Marxian religion. 

If we keep these things in mind, our study 
and appraisal can be more objective than 
otherwise. But we do not mean to imply that 
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there is a logical necessity for anyone’s being 
emotionally sympathetic with Soviet politi¬ 
cal-economizing. Nor do we imply that, as 
soon as the emergency is deemed by the Com¬ 
munists to have passed, they will readily 
relinquish the vast equipage of dictatorship 
and give economizing and governing back to 
the economic and political decisions of private 
households and firms. As previously stated, 
there is ample justification for skepticism on 
this point. We do mean simply what we have 
just said: Any nation's government which be¬ 
lieves itself and its country faced with a dire 
emergency is likely to institute and operate 
authoritarian controls in order to survive. 
Authoritarian socialism appears to be a pos¬ 
sible logical if not absolutely necessary result 
of the circumstances confronting the rulers of 
Russia; they are dedicated to making Russia, 
through net capital formation, powerful in 
a short time vis-a-vis other nations. This has 
necessitated a tremendous forced reduction in 
planes of consumption, and this alone could 
be a sufficient reason (although certainly not 
the only historical explanation) for the dicta¬ 
torial character of the Soviet regime. 

That authoritarian socialism is not always 
a necessity under emergency conditions will 
be demonstrated in our study of the post-war 
experience of Great Britain. 

a. The Allocation of Resources 

With these things in mind, let us consider 
how the Soviet government achieves an alloca¬ 
tion (1) of its total available labor and capital 
resources between the production of consump¬ 
tion goods as a whole and the production of 
new capital goods as a whole; (2) of the re¬ 
sources apportioned to consumption among 
the various consumption products; and (3) of 
the resources apportioned to capital among 
the various capital products. In dealing with 
these allocations we shall consider, first, the 
economic principles involved (in terms of our 
indifference-outlay curve apparatus) and, sec¬ 
ond, the real-life methods employed by the 
government to make its decisions effective. 

(1) Consumption versus Net Saving and Invest¬ 
ment. (a) Principles of Decision-Making. Some 
authorities on the Soviet economy seem to 
agree that there is little rational allocation of 
resources by government officials, i e., there is 


little application of the correct economic 
principles in Soviet planning. But to the au¬ 
thors of this book it appears that such a view 
gives a wrong impression. Sometimes this 
view seems to imply that there are other 
principles underlying the Soviet decisions; but 
what these are is not explained. When one 
reflects on what the other principles might be, 
one is forced to the conclusion that there are 
none. One concludes also that, insofar as there 
is any system and rationality at all, it must be 
based on cost and preference comparisons in 
marginal terras, however crude and inaccurate. 

Let us then review the economic substance 
of the Soviet decisions. We have already 
learned that the government seeks to make its 
own scale of preferences between consumption 
and net capital formation absolutely control¬ 
ling. We know also that for ideological, 
security, and other reasons the government 
does not permit the development of its re¬ 
sources (net capital formation) by the im¬ 
portation of savings from the households and 
firms of other countries; in other words, the 
Soviet government insists that all net saving- 
investment must come out of its own re¬ 
sources. And we said that the relevant parts of 
the government's indifference map are inclined 
toward the savings axis. This means that the 
tangency of any given outlay curve (which 
represents, third-dimensionally, the nation s 
available economic resources at any given time) 
with one of the indifference curves results in a 
much larger allocation of these resources to net 
saving-investment or capital formation than 
the Russian households, left to themselves, 
would make. 

The nature of the government’s consump¬ 
tion-saving indifference map and of the gov¬ 
ernment's decisions may be better understood 
if we consider, separately, two things to 
happen which in the real Soviet world do 
actually occur. Suppose, first, that throug 
the successful fulfillment of previous decisions 
and plans the nation's total of economic re¬ 
sources has risen according to plan. This is 

actually what did happen to some extent 

under the first five-year plan (except for the 
grave loss in agricultural capital—livestoc , 
etc.—caused by the peasants’ resistance t 
collectivization) and particularly under 
operation of the second plan during the t i 
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ties before World War 11. Then we have a series 
of successive, "parallel'' outlay curves, each 
tangent to an indifference curve. At each point 
of tangency the government and the nation 
get more savings-investment and more con¬ 
sumption goods. But most of the gains in in¬ 
come and resources go into still more saving- 
investment because government's preferences 
make the successive indifference curves incline 
toward the savings axis. That is, as total in¬ 
come increases and as the outputs of both 
capital and consumption products rise, the 
marginal utility of capital goods docs not fall 
as much as that of consumption products. 
Then the increase in capital is proportionately 
greater than the increase in consumption 
goods. However, there is some increase in the 
latter; this is why the rationing of consump¬ 
tion products could be abandoned at the be¬ 
ginning of 1936. 

But, second, what of the shape or slopes of 
any given indifference curve in the map? It 
appears that the government’s preferences in 
respect to the two main categories of products 
(consumption and capital goods) are highly 
rigid. The government has to provide a certain 
minimum amount of consumption goods. But 
if total resources increase, most of the increase, 
as already stated, is preferred to go into the 
production of capital goods. All this is re¬ 
flected in indifference curves which are rather 
sharply convex in the relevant portion of the 
map. That is, the relevant curves turn sharply 
at the bend and look like the indifference curves 
for two complementary goods. Why do we 
say this? Let us suppose that Soviet engineers 
discover an improved technique of producing 
capital products and this technological advance 
significantly lowers the cost of making such 
goods. As a result the opportunity-cost ratio 
(marginal rate of outlay substitution) repre¬ 
sented by the slope or slopes of the given- 
resources outlay curve changes. The outlay 
curve pivots from its assumed fixed point on 
'he consumption axis outward to a new 
terminal point on the savings axis. When this 
sort of thing happens, as we recall from many 
previous studies, there is both an income or 
scale effect and a substitution effect in respect 
to each product. We remember also that the 
relative extent of each of these two effects 
depends in part on the elasticity of substitu¬ 


tion. If the elasticity of substitution is low 
(as it is for the highly convex indifference 
curves mentioned above), the income effect 
prevails; a reduction in the cost of one product 
results in the consumption or production of 
more of both goods. 

Thus we see that the Soviet leaders' prefer¬ 
ences appear to be such as to cause their in¬ 
difference curves, if drawn, to have slopes and 
positions which, in conjunction with outlay 
curves, result in (1) higher outputs of both 
categories of products; and (2) a higher per¬ 
centage increase in capital-goods output than 
in consumption-products output. 

If the above analysis is valid, it helps us to 
understand the general, vague statement some¬ 
times made that "Soviet Russia is determined 
to build up industry at any cost." Upon analy¬ 
sis we see that this sentence means the follow¬ 
ing: The government will produce enough 
consumption goods to allow at least bare 
subsistence for its households. Whatever re¬ 
sources are left over beyond this minimum re¬ 
quirement will be used mostly for net capital 
formation because of the nature of the govern¬ 
ment's indifference map. A great decrease 
(for any reason) in the cost of producing either 
consumption or capital goods would not cause 
much deviation from the determined goal of 
rapid industrialization. Consumption-goods 
production will increase somewhat as eco¬ 
nomic progress is made. But under present 
circumstances most of the gain goes to capital 
goods. 

(b) Methods of Making the Consumption-Saving 
Decisions Effective. The question next arises. 
How actually does the government obtain the 
saved roubles which it spends on new capital 
products in order to effectuate its consumption¬ 
saving allocation-decision? The answer to this 
question requires us to visualize, as we did 
for our other economies, the flow or scream of 
money income in the economy as a whole. 
In progressive Atomisia, we recall, there was 
a steady circular flow of money income or pay¬ 
ments from households to firms to households 
to firms and so on and on. In a given period the 
households received money payments from the 
hrms for the services of the productive factors 
or resources bought by the firms. This total 
money income was divided between consump¬ 
tion spending and saving in accordance with 
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the households’ own indifference maps or 
preference scales. Under our assumptions the 
firms required just this amount of savings for 
net investment or capital formation at the 
going rate of interest; the total amount of this 
investment spending just equaled the total 
money cost and value of net new capital 
products and just equaled the amount of the 
households' savings. The total amount of the 
households’consumption spending just equaled 
the total money cost and value of the consump¬ 
tion goods produced by the firms. And the 
total amount received by firms as a whole 
from the consumption plus the investment 
spending just equaled the money income previ¬ 
ously received by the households from the 
firms. And so on. 

With this in mind, let us consider the flow 
of money income in Soviet Russia. Disregard¬ 
ing the insignificant private-enterprise sector, 
we see at once that we must substitute the 
government for the private firms; the flow is 
from government or government-run enter¬ 
prise to households to government to house¬ 
holds and so on and on. The money income re¬ 
ceived by the households from the government 
(including government enterprise) is mostly 
labor income, and we shall do no great violence 
to the facts if we oversimplify by assuming 
that wage payments comprise the whole of 
households' money income. Now we have 
concluded that the government wishes to 
obtain more of this income as savings for net- 
investment spending than the households' 
own preference maps would provide. By the 
same token, the government's preferences are 
such that it is willing to produce a smaller 
volume (and a smaller money value at current 
prices) of consumption products than the 
households wish to have. 

How then does the government make the 
households hand over the desired aggregate 
amount of savings? It uses a variety of meth¬ 
ods. Each of its plants deducts a small per¬ 
centage of the gross earnings of each worker 
as social security taxes. These deductions ap¬ 
pear usually to be more than enough to finance 
the payment of social security benefits to the 
households, and the excess is available for 
capital formation by the government. But 
this is a relatively unimportant source of in¬ 
vestment funds. So also is the direct, progres¬ 


sive income tax. The same is true of receipts 
from the sale of government bonds to the 
households and to the savings banks in which 
some of the households deposit their own 
more or less voluntary savings. The two main 
sources of investment funds are the profits tax 
and the turnover (sales) tax. Of the two, it 
appears that the turnover tax provides from 
40 to 70 percent of the needed funds in any 
given year and the profits tax yields from 

10 to 15 percent. 

In order better to understand how these 
two taxes operate we must note briefly how 
the government normally sets the prices of its 
plants’ products, from raw materials products 
through to manufactured products. The gov¬ 
ernment sets the wage rates of the various 
grades of labor used in any plant. It also sets 
the prices it pays for agricultural raw ma¬ 
terials. It determines input and output quotas 
for each plant or group of plants (industry) on 
an estimated level or standard of productive 
efficiency. Knowing the various factor-service 
inputs and their prices to the plant or in¬ 
dustry, the government officials can then esti¬ 
mate, for the desired level of plant efficiency, 
the total cost of producing the desired output. 
Division of the latter figure into the former 
gives average total cost per unit of output. 
To this figure is usually added an arbitrary per¬ 
centage for profit. The total then gives the 
accounting price at which each plant in the 
industry (if there is more than one plant pro¬ 
ducing the product) must sell its output to its 
customers (which arc other plants, including 
wholesale distributors if the product is ready 
for consumption by households). 

Now if a plant manager succeeds in produc¬ 
ing his output quota at the desired standardI of 
efficiency, i.c., according to plan, he makes 
• planned'* profits; his average total cost is 
less than the government-set price by the 
government-planned amount. If he achieves 
an even lower ATC, he makes, in addition, 
••unplanned” profits. In either case he is al¬ 
lowed to retain (on deposit with a branch o 
the Gosbank) a certain percentage for a re¬ 
volving fund of working capital, for the pay¬ 
ment of premiums to outstandingly productive 
workers, and for the improvement of his em¬ 
ployees' working and living conditions, me 
' tinder is taken as a tax by the governmen . 
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The turnover tax is applied to consumption 
proJucts at the wholesale stage of the produc¬ 
tion process. That is, a wholesale distributor— 
a government plant which buys manufactured 
consumption goods for distribution to retail 
stores—pays the government-set price to the 
manufacturing plant; and, when it sells the 
product to the retailer, a sales tax is added to 
the total of the manufacturer's price plus the 
wholesaler's cost-plus-profit. The amount of 
the tax, as determined by the government, 
varies for different products. It may range from 
15 to 90 percent of the prices charged to house¬ 
holds by the retail stores. The amount of the 
tax goes to the government. It is in this way, 
chiefly, that the Russian households are forced 
to save the amounts desired by the Soviet 
rulers. And it is in this way that the govern¬ 
ment may be said to try to prevent the "capi¬ 
talistic" kind of forced saving known as "in¬ 
flation"; that is, the government in this way 
appears to try to keep the total amount of 
consumption spending by households equal to 
the total money value of available consumption 
goods, valued at current prices. (As we shall 
see, the Soviet government has cither been un¬ 
successful in its effort to prevent forced-saving- 
by-inflation or has permitted it to occur.) 

(2) Allocation of Consumption Resources among 
Consumption ProJucts. Now let us consider the 
principles and practices of the Soviet govern¬ 
ment in determining how much of what con¬ 
sumption products are to be produced with 
the labor and capital set aside for consumption 
goods as a whole. We recall from our previous 
analysis of hypothetical and real-world pri¬ 
vate-enterprise economies that, although some¬ 
times it works very imperfectly, the price 
system in such societies gets resources into the 
production of the goods preferred by the 
households themselves, with each household's 
preferences weighted in accordance with the 
existing distribution of total money income. 
Through the price system there is a weighing 
of the marginal utilities and the marginal 
production costs for all goods. And in the 
end there is an approach to equality among 
the preference (marginal utility) and marginal 
cost ratios for the various goods. The greater 
the degree of competition among the economic 
units (firms and households, respectively), the 
closer the approach to this equality and to 


a resource-allocation which maximizes welfare 
for a given distribution of income. This is be¬ 
cause, with free entry into and exit from in¬ 
dustries by firms, abnormal profits resulting 
from right-shifts in household demand curves 
and losses resulting from left-shifts in house¬ 
hold demand curves pull firms and resources 
into the profitable industries and expel firms 
from the unprofitable industries, all in accord 
with households' money-expressed wishes. 

We learned also from our study of Dictatia- 
Rulenia that an authoritarian government, by 
enforcing The Rule and by trial-and-error 
setting of prices, could achieve an optimum 
allocation, at least in theory. 

With these things in mind, we have to ask 
once more, to what extent does the Soviet 
government follow the principles of rational 
resource-allocation? Does it try to balance the 
utilities and costs of the various products at 
the margin? How actually are the allocations 
of labor and capital made? We have already 
learned that, for the most part, the govern¬ 
ment s rather than the households' preference 
scales (indifference maps) are determining. 
But even if this is true, the above questions 
are still significant. 

We must say at once that the information 
on these questions is too meager to permit us 
to make more than surmises. Our conclusions 
here must be tentative. We must work by in¬ 
ference, trying to read between the lines of the 
available information. In this connection our 
statements (page 1016) on the saving-consump¬ 
tion allocation arc relevant. 

In explaining the nature of the profits tax 
above, we said that the government sets the 
prices of products on the basis of average cost 
plus "normal" profit. We also have said several 
times that the government sets output and 
input quotas for the various industries and 
plants; this is done in “real" terms, i.e., in 
physical amounts and units. Can it then be 
said that the marginal utilities of products 
(to the government) and the marginal costs of 
producing the products are weighed and bal¬ 
anced by the government? Can any one con¬ 
clude chat the price of any product in Soviet 
Russia is determined by the interaction of 
(government) demand, based on the marginal 
utility of the product (to the government), 
with supply as reflected by marginal cost? 
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Ac firsc thought the answers to these ques¬ 
tions would seem necessarily negative. But 
further reflection suggests that the Soviet 
planners must, however roughly or mis¬ 
takenly, grope toward an application of the 
marginal allocation principles. Consider first 
the prices of the various grades and occupations 
of labor, as represented by the average hourly 
earnings of Soviet piece-workers in the several 
industries. There have been as wide differen¬ 
tials among occupations, industries, and in¬ 
dividual workers as there are in private-enter¬ 
prise America. And the differentials have been 
strikingly similar to the American ones. Thus 
the “heavy’’ industries pay more than the 
"light” ones; for example, the iron and steel 
industry shows much higher hourly earnings 
than the cotton textile industry. Skilled em¬ 
ployees receive much more than the unskilled. 
In general, the scarce abilities receive more 
than common ones. In ocher words, the forces 
affecting the supply of and the demand for 
workers appear to be operative in each occupa¬ 
tion, and the marginal productivity principle 
seems applicable, to a considerable extent, to 
the Soviet wage-rate on labor-price structure. 

Second, the use of estimated average total 
cost plus normal profit in product-pricing does 
give indirectly some recognition to marginal 
costs in many industries. If, as may well be 
true, the product-supply conditions (tech¬ 
nology and factor-service-supply conditions) 
in the plants of the U.S.S.R. are similar to 
those in the U.S., the average and marginal 
cost curves will both be nearly flat over most 
of their relevant lengths. In such cases the 
Soviet planners would be acting like most of 
the larger American non-agricultural firms 
(recall page 854). Here the setting of prices on 
the basis of average cost would not usually 
mean a significant divergence from marginal- 
cost pricing. 

Third, particular consumption products are 
usually much closer substitutes for each other 
than are the broad categories of consumption 
versus capital products or the broad categories 
of goods within consumption products and 
capital products, respectively. This means, in 
terms of the indifference-outlay-curve analysis, 
that cost differences and cost changes (average 
or marginal) in the production of particular 
products may well result in substitution ef¬ 


fects which are larger than the income effects. 
Government planners can hardly be conceived 
as ignoring these differences and changes. 
Suppose, for example, that, given the existing 
government preferences between wheat and 
rye, a certain area of land is equally well 
suited for these two products and that then 
something happens to reduce a good deal the 
cost of raising rye. It would be unreasonable 
to believe that the change in the opportunity- 
cost ratio would not lead the planners to shift 
a considerable output from wheat to rye. 

We conclude that the centralized determina¬ 
tion of product and labor prices is not ac¬ 
complished in blind disregard of marginal 
allocation principles, i.e., without regard to 
the conditions affecting government supply and 
demand at the margin. These principles may be 
applied much more loosely and incorrectly than 
they were in our latter-day Dictatia, but they 
must be observed in some fashion. 

It remains for us to understand how, in 
respect to various consumption products, the 
government bridges the gap between the 
Russian households’ preference scales and its 
own. We saw above how the government uses 
the turnover tax as its main method of bridg¬ 


ing the gap between its own and the house¬ 
holds’ preferences on consumption-as-a-whole 
versus saving-as-a-whole. This same tax is the 
vehicle for closing the other gap. It is done by 
making the tax higher or lower for different 
products. Consider a particular product. The 
government produces the amount of this prod¬ 
uct that it wishes the households to consume. 
3n the basis of experience it estimates the 
quantities of a given product that the house¬ 
holds wish to consume at various prices of the 
product. In other words the government tries 
:o guess what the group-household demand 
rurve is for the product. Then, knowing the 
quantity of the product that has been produced 
n government plants, the planners go up or 
lown the demand curve to this quantity and 
ind at this point on the curve the appropriate 
x corresponding price. If the planners ave 
juessed the demand curve correctly, this price 
[vill clear the market. And this price, 1 11 
:o cover all costs plus "normal" profits, in* 
rludes the following elements: the ^ anu,a ' 

:uring avcrage-cost-plus-planned-profit, 

:urnover tax; the special wholesale ave g 
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cost-plus-planned-wholesale-profit; and the 
special retail average-cost-plus-planned-retail- 
profit. Of all the elements the flexible one 
which is varied in order to clear the market 
is the turnover tax. 

We must note that the government can clear 
the market with any price at which the 
quantity bought is equal to or greater than the 
actual quantity supplied. There is just one 
price at which the quantity that households 
are willing to buy is just equal to the quantity 
supplied by the government plants. But there 
will usually be many lower prices at which 
an “excess demand” will exist, and any of 
these “lower prices" will of course clear the 
market. 

We must also note that the price which the 
government tries to set in order to clear the 
market may or may not cover all the cost ele¬ 
ments listed above. When the resources ap¬ 
portioned to consumption goods as a whole 
arc allocated among the various consumption 
goods according to government rather chan 
household preferences, the final price to the 
consumer may much more than cover total 
average costs. This would be very likely to 
happen in cases where the households them¬ 
selves have strong preferences for the products. 
Here the turnover tax would be high. On the 
other hand, when households do not favor 
a product preferred by the government, the 
market-clearing price may well have to be 
below total average cost. In the first cases, the 
government takes ““abnormal" profits; in the 
second, losses. In the loss situations the turn¬ 
over tax is, in effect, “ negative"; there is 
actually no tax applied. 

Thus, we see that the variation of the turn¬ 
over tax among the different consumption 
products is a main way of setting relative prod¬ 
uct prices to the households. And the general 
level or weighted average of all the particular 
turnover taxes is the main criterion by which 
the government is guided in its efforts to con¬ 
trol the general level of consumption prices and 
thereby force the households to save. That is, 
the turnover taxes in general are, as we have 
seen, the main way by which the government 
tries to reduce total consumption spending to 
an amount considerably below the amount of 
money income received by the households. 

Ahe government does not set a uniform 


price for any particular consumption product 
throughout its vast realm. The group-demand 
curves in various cities and republics are con¬ 
sidered. Transportation costs must also be 
added to the other costs. And for political 
reasons the government may wish to raise or 
lower the product's price in particular areas. 
In every case, however, the quantity supplied 
by the government must "go with" the price 
chosen by the government. That is, as shown 
above, the price chosen by the government 
for a given retail area after manipulation of 
the turnover tax must be no higher (but pos¬ 
sibly lower) than the price needed to take the 
quantity supplied off the market in accordance 
with the estimated group-demand curve pre¬ 
vailing in that retail market. 

It will be noted that, insofar as the prices 
for particular products are made to differ 
among localities by more than the differences 
in transportation costs, the government is 
acting as a discriminating monopolist—either 
on economic or political grounds or on both. 

We must note, finally, that many mistakes 
can be and doubtless are made by the govern¬ 
ment price-setters. Their estimates of demand 
may turn out to be considerably "off." And 
actual costs may depart widely from the 
anticipated ones. 

(3) Allocation of Saving-Investment Resources 
among Capital Products, (a) Principles of Deci¬ 
sion-Making. In parceling out the resources 
allotted to the production of capital products, 
the Soviet planners may be thought of as 
having to make their allocations among two 
main classes of capital goods. In both cases 
we may judge that there must be to some 
extent (as described above for consumption 
versus capital goods and for particular con¬ 
sumption products) at least a crude weighing 
of relative marginal costs and relative marginal 
utilities or revenue products. The first main 
kind of allocation is among major categories of 
capital goods—for example, those to be de¬ 
voted to special war materials requiring dif¬ 
ferent machines than civilian products versus 
those to be devoted to making civilian prod¬ 
ucts; or capital goods for making consumption 
products versus capital goods for making still 
other capital goods. Analytically, the weigh¬ 
ing and balancing of relative costs and utilities 
for these major categories is about the same 
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as chat described for the two broadest product- 
categories of all—consumption products versus 
capital goods. Thus, we may say that (1) the 
relevanc portions of the government's indif¬ 
ference map for war versus civilian capital 
goods is probably inclined somewhat toward 
the civilian axis; and (2) each currently 
relevant indifference curve in the government 
map is sharply convex because the government 
looks on the war category (like the general 
consumption-products category) as requiring a 
certain minimum amount. Such an indifference 
map results, in relation to outlay curves, in 
the same kinds of decisions as those set forth 
in respect to consumption products versus 
capital products. Thus, an increase in total 
resources results in most of the gain going 
into civilian capital goods. And a change in 
the opportunity-cost ratios of producing the 
two categories of capital goods (i.e., a change 
in the slope of the outlay curve) has a much 
greater income than substitution effect. Here 
also most of the gain goes into civilian capital 
goods. 

The principles of allocating civilian capital 
resources between machines for making con¬ 
sumption products and machines for making 
other machines arc also about the same, an¬ 
alytically, as the principles of allocating re¬ 
sources as a whole between consumption and 
capital goods in general, as just reviewed. 

The second main kind of allocation is among 
particular capital products. Here we may dis¬ 
tinguish three sub-classes of products: (1) 
those that are close substitutes, such as steel 
versus aluminum in some uses; (2) those that 
are closely complementary, such as tractors 
and tractor repair shops; and (3) those that are 
substitutes only in the broad sense, such as 
tractors versus textile machinery. For the 
first and third of these sub-classes, especially 
the first, the analysis follows that given for 
particular consumption products. In this case 
the government's indifference map is not 
likely to incline much toward either axis, and 
any given curve is not very convex. Under such 
circumstances a change in the opportunity- 
cost ratio on the outlay curve usually results 
in a substitution effect which is greater than 
the income effect. For example, if the govern¬ 
ment must make a decision on how many 
coal-fired steam locomotives to use versus 


how many oil-burning Diesel locomotives to 
use on its railroads, a noteworthy reduction 
in the cost of building or operating one type 
in relation to the other type would certainly 
cause a big substitution of the former for the 
latter even though there might be a consider¬ 
able income effect. For the second sub-class 
noted above, the analysis is in general like that 
for any pair of complementary goods. The 
indifference curves seem not to incline toward 
either axis as we move outward from the 
point of origin, and each curve is sharply 
convex. Here a change in the opportunity- 
cost ratio has an income effect which greatly 
outweighs the substitution effect. Thus, a re¬ 
duction in the cost of building tractors is 
likely to increase not only the output of 
tractors but also of the repair shops for tractors. 
Under these circumstances, marginal cost 
accounting may well be ignored in allocating 
resources between the two products. 

(b) Government Methods of Effectuating Its 
Decisions. Once the total physical outputs of 
the various general and particular categories 
of capital goods (including whole new plants) 
have been planned, the totals are parceled out 
by the Soviet planners among the various 
existing industries and plants capable of pro¬ 
ducing the capital goods. Each plant (includ¬ 
ing building and construction plants) is given 
a quota of inputs. The prices of both the prod¬ 
ucts and the inputs are centrally set for each 
industry as for consumption products at the 
manufacturing level. Each manufacturer is 
free to contract with his usual supplier-plants 
and customer-plants for raw materials, power, 
etc. Each also hires available labor. But the 
terms of all the contracts are centrally planned 
and set. 

It should be noted that no turnover tax is 
applied to the prices of capital goods. This tax 
is confined to consumption products. But the 
profit tax applies; whenever a plant makes 
planned or unplanned profits, everything 
above the amount permissible for retention as 
working capital, labor premiums, etc., goes 
to the central government. 

It should also be noted that currency and 
checks (or other "commercial paper ) may 
pass between buying and selling plants in pay¬ 
ment for raw materials, power, etc. Book ac¬ 
counts and inter-plant credits are not allowed. 
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The commercial paper, if used for inter-plant 
transactions, is not bought and sold in markets 
(as it is in private-enterprise economies) but 
goes to the local branch of the Gosbank, which 
makes the proper changes in the plants' bal¬ 
ances at the bank. Wage payments to labor by 
a capital-goods plant, however, are made in 
currency, just as by a plant making consump¬ 
tion goods. 

b. The Distribution of Income 

We come now to the second main topic in 
our "stationary-progressive" survey of Soviet 
Russia, the distribution of money income and 
of want-satisfaction. Our treatment of this 
subject may conveniently be divided into (1) 
long-range measures; and (2) temporary or 
emergency measures. We shall build here on 
our general statements dealing with the goals 
of economizing. 

(1) The Long-Run# Program. The term "long- 
range" needs defining. In our meaning here it 
refers to the Soviet government's policy in the 
long-run but foreseeable future. Therefore it 
docs not cover the ultimate communistic aim 
of free-sharing the national output. That is, 
it has nothing to do with the possible fulfill¬ 
ment of the Marxian goal, "From each ac¬ 
cording to his ability, to each according to his 
need." 

As we have learned from previous studies, 
the inter-household distribution of money 
claims on resource-allocation and goods which 
provide want-satisfaction depends at any one 
time (at least before households pay their 
taxes) on two main things: (*) the quantity of 
resources or factor services owned by the re¬ 
spective households and sold for employment; 
and Qj) the unit prices of the resources owned 
and sold. We recall also that inequalities in 
income distribution among any economy's 
households result from ( a ) inequalities in re¬ 
source ownership; and (£) differences in the 
service prices. Of the two, the first exercises 
the greater influence by far in private-property 
countries. And by far the greatest inequality 
in resource-ownership is in respect to the non¬ 
human resource, capital. 

Since in the U.S.S.R. the government owns 
and controls virtually all the non-human re¬ 
sources in behalf of all the households, one of 
the major sources of income inequalities does 


not exist. The yield from the capital resource 
belongs, in theory, to all the households 
equally. They do not receive much of this 
yield at present because most of it is plowed 
back into more net capital formation. But to 
the extent that an increased output of consump¬ 
tion goods results from this operation, the only 
inequalities in sharing the increment come 
from wage-and-salary-income inequalities. 

That there are important inequalities in the 
distribution of wage income cannot be doubted. 
Our discussion of labor pricing has already 
established this fact. The government has en¬ 
couraged the development of wage-rate dif¬ 
ferentials as an incentive to increased produc¬ 
tivity. That a party and a government based 
on Marxian doctrine should do so is most 
significant. It shows that Soviet leaders 
recognize the following: Until and if by 
propaganda and other measures human nature 
(as defined in Chapter 2) can be changed to 
such an extent that human beings will work 
unstintedly and effectively for the common 
good regardless of amount of personal money 
income and want-satisfaction therefrom, in¬ 
come differentials appear necessary to call 
forth the desired effort. Once again we sec 
that it is unwise to have a pie cut up in equal 
slices if, by so doing, the size of the pie is im¬ 
portantly reduced. 

At this point we must distinguish again be¬ 
tween income received and disposable income. 
That is, the inequalities of income distribution 
in terms of money payments obtained by the 
households from the plants or firms may be 
quite different from the inequalities that exist 
among households' incomes available for con¬ 
sumption-spending or saving after income and 
other taxes have been collected by the govern¬ 
ment. As we know, governments can greatly 
lessen or intensify the amount of income in¬ 
equality by their systems of taxation and by 
their distribution of revenues from the taxes. 
So we must ask what the Soviet government s 
tax policies and distribution measures have 
been. 

In respect to taxation, there is a system of 
fairly progressive income taxation. However, 
the progression is much less steep than it is in 
most private-enterprise economies, such as 
Great Britain and the United States, where 
there is mainly private ownership of the capi- 
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tal resource and where there is much inequality 
in such ownership. The Soviet rates of progres¬ 
sion do not need to be so steep, for the purpose 
of redistributing incomes, because the distribu¬ 
tion is less unequal to begin with. In any case, 
the government does not by any means wipe 
out the inequalities of wage income; it merely 
reduces them somewhat. And it may well be 
(though there is no way of obtaining definite 
information) that the moderate progressive¬ 
ness of the income tax is canceled out or even 
more than canceled out by the regressiveness 
of the sales or turnover tax, which all house¬ 
holds pay and which therefore falls harder on 
the low-income households. 

If this is true or nearly so, then the social 
services provided by the government probably 
do not make much of a contribution toward 
income equalization. These services, which are 
available to all Russian households except 
(in some respects) peasants, fishermen, hunt¬ 
ers, and nomads, include all the usual public 
health and social insurance measures except 
unemployment compensation. Since there is 
officially no unemployment in the U.S.S.R., 
it is unnecessary to provide unemployment 
benefits. 

(2) Temporary Emergency Measures. During 
two periods of extreme shortage of consump¬ 
tion products the Soviet government resorted 
to rationing such products. Rationing was 
adopted in the peace-time period of 1929-35, 
during the first five-year-plan and the first 
part of the second. The other period was just 
before and until just after World War II, from 
1940 to 1947. The economic nature and effects 
of such rationing were presumably similar to 
those discussed in respect to war-time ration¬ 
ing in America. They therefore need not be re¬ 
peated here. However, there were two special 
features of Soviet rationing which considerably 
attenuated the tendency of rationing to equal¬ 
ize the distribution of want-satisfaction. As 
a matter of fact, these features may well have 
caused the distribution to become more un¬ 
equal. First, there were separate ration stores 
for different classes of workers. The bureau¬ 
crats, engineers and managers, and other 
favored groups appear to have had much 
larger assortments of products to choose from 
and larger portions or rations of essential 
products than the ordinary workers and 


peasants. Second, the government set low 
product prices at the ration stores. It then 
designated other retail stores as "commercial*' 
shops and set much higher prices for the same 
products. These shops also sold other, wholly 
unrationed "luxuries.'* Households could 
spend their excess money incomes, if any, at 
the commercial stores. It is pretty clear that 
only the "wealthier" households could afford 
to do so. 

C. The Extent of Resource-Utilization 

Let us turn finally to a brief study of the 
fully "dynamic" topic—the extent of resource- 
utilization in the U.S.S.R. We shall deal first 
with government measures for preventing un¬ 
employment, and second with the govern¬ 
ment’s relation to conditions tending toward 
inflation. 

(1) The Government and Unemployment. It has 
been frequently written that depression unem¬ 
ployment of labor and capital has never existed 
in the U.S.S.R., and it has been argued that the 
Russian economy, as organized thus far, is 
immune from the cyclical fluctuations that 
bring mass under-utilization of resources. This 
seems to be a reasonable view. By its very 
authoritarian nature and by its ownership of 
non-human resources the government, one 
supposes, can find and even compel some sort 
of employment for idle labor and capital. 
Whether such employment (like some of the 
American boon-doggling of the ’thirties) 
would always be economically effective may 
well be open to question. It is sometimes 
claimed that there was considerable concealed 
unemployment in the Soviet Union, e.g., in 
the early 'thirties, because many more persons 
were on farms than were needed to produce 
the crops and these persons could not have 
found jobs in non-agricultural industries. 

There are reasons for believing that the 
above claim was well-founded. In any case, 
because of the way production is planned an 
executed in Russia, such happenings are defi¬ 
nitely possible. Miscalculations by the planners 
or failures of administration in the field may 
well lead to significant unbalances in output 
during one period, and these in turn may 
result in "bottlenecks," i.e., in shortages o 
tools and materials, for the next period, )ust 
as in pre-Rule Dictatia. Then many men ana 


THE UNION OF SOVIET SOCIALIST REPUBLICS 


1025 


machines in rhe latter period cannot be nearly 
as effectively employed as they could have 
been under better economizing and planning. 
They may be given some work, so that they 
are not idle; but they are virtually unemployed 
so far as the best allocation of resources is 
concerned. 

Perhaps we should distinguish this kind of 
unemployment from true depression idleness 
by calling the former mu-allocation underemploy¬ 
ment. This is the kind of underemployment to 
which the centrally planned and operated 
economy is especially subject. The type to 
which such an economy is not prone but which 
upsets private-enterprise economies reflects an¬ 
other sort of unbalance—one which is due to 
monetary conditions and elastic, uncertain 
price expectations. 

Let us understand why an economy like 
the Soviet one, which is not only centrally 
controlled and administered but also largely 
self-sufficient, should be secure against cyclical 
fluctuations. If there are no important private 
firms seeking private profit, then their price 
and profit expectations cannot help to deter¬ 
mine the level of economic activity. The man¬ 
agers of the government plants in Russia do 
not make the basic price and output decisions. 
These decisions arc made in Moscow and not 
by individualistic, separate economic units 
that are often susceptible to mass moods of 
optimism or pessimism. The relatively small 
group of decision-makers at the top are not 
subject to herd behavior in the way that the 
relatively uncoordinated decision-makers are 
in, say, the United States. If an individual 
plant or industry in the Soviet Union should 
for some reason begin to accumulate unsold 
stocks, it is for the Gosplan and not the plant 
or industry manager to decide how this fact 
should affect the price and output of the prod¬ 
uct. The central commission might well decide 
that there is "overproduction'* in this in¬ 
dustry and that resources should be transferred 
to some other industry. But it does not have to 
fear a reduction in total spending in the econ¬ 
omy as a whole for all products. The excess 
supply in this industry will not give rise to 
elastic-downward price expectations among 
decision-makers. The central agency itself is 
the source and creator of all investment spend¬ 
ing and it can manage total consumption 


spending by households. Since clastic price ex¬ 
pectations are either absent or insignificant and 
since uncontrolled variability of the quantity 
of money is absent, the Soviet government is 
in a position to make Say’s law (page 403) 
applicable to its own economy. That is, for 
the government, total supply can be made to 
equal total demand, and general overproduc¬ 
tion can be made an impossibility. 

In order to sec this more clearly let us bear 
in mind the main organizational and opera¬ 
tional features of Soviet government economiz¬ 
ing. For each period there is a "rear' or 
material plan covering all consuinption-and- 
capital-product outputs and factor-service in¬ 
puts. Closely paralleling this plan and (sup¬ 
posedly) wholly integrated with it is the 
unified finance plan, in terms of product-prices, 
factor-service prices, planned costs (including 
planned wage payments), planned revenues, 
and planned profits. That is, on the basis of 
the planned prices of products and factor 
services and in conjunction with the planned 
physical inputs and outputs of the material 
plan, the finance plan provides for the mone¬ 
tary outlays by government and its plants and 
by households; and at the same time it pro¬ 
vides for the monetary receipts of these eco¬ 
nomic units. 

The student may perhaps grasp the nature 
and relationships of the two "plans"—ma¬ 
terial and finance—if he recalls the basic flow 
picture of an economy as summarized in Chart 
69 (page 401). The material plan is concerned, 
in enormously much greater detail than in the 
chart of course, with the "real" flow as shown 
on the outside "track" of the chart. The 
finance plan has to do with the money flow 
shown on the inner "track." 

The finance plan contains two subsidiary 
plans: ( a ) the credit plan , which provides for 
loans to be made by the Gosbank to govern¬ 
ment plants and farmers' and other producers' 
cooperatives; and shows estimated repay¬ 
ments, including interest; and (£) the cash 
plan, which shows estimated currency out¬ 
payments, as wages to workers and 
raents to cooperatives for their crops, 

estimated in-payments or government _ 

rency receipts in the form of the various taxes, 
receipts from the sale of government bonds 
to households (directly or through savings 


pay- 

and 

cur- 
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banks), and receipts from the sale of consump¬ 
tion products to households. 

It is clear from the above that the govern¬ 
ment not only owns but also plans and con¬ 
trols from Moscow the great bulk of industry. 
Indeed its own budget covers most of the 
money flow of the economy. It is true that 
the revolving funds of working capital kept 
by government plants for buying raw ma¬ 
terials and labor-hours; the similar funds of 
the small industrial cooperatives and of the 
farmer cooperatives; and the similar insignifi¬ 
cant funds of individual private handicrafts¬ 
men, do not flow through the government 
treasury. But these flows are watched and are 
subject to government control. And except for 
these funds, which are ‘ in the minority,” all 
other cash and credit money flows into and 
out of the government treasury in a never- 
ending, circular flow. This flow, together 
with the other, smaller one "outside" it, 
contains all the consumption spending and in¬ 
vestment spending in the economy. 

It is obvious, then, that the government can 
exercise enough control over the volume of 
both circular flows to prevent any significant 
diminution in them and can thereby prevent 
or quickly reverse any fall in total spending 
and economic activity. The government con¬ 
trols directly what the productive units 
(plants) spend. And if households attempted 
to hoard money (i.e., to shift from commodi¬ 
ties to money-holding), the government could 
easily increase its own spending enough to 
offset the decrease in consumption spending. 

It should be added that the period of Soviet 
rule up to now has provided no real test of the 
conclusion that the Russian economy is im¬ 
mune to cyclical disturbances. Ever since 1917 
this economy has been operating as if in one 
long war period—a time of continuous short¬ 
ages, expansion, and inflation. Under such 
conditions depressions are not to be expected. 
The significant trial will come when and if 
the Soviet Union achieves a level of pcr-capita 
national income comparable to America’s and 
when there is a fair degree of international 
political security. 

(2) Inflation in Soviet Russia. Although it 
can be said that the government has not thus 
far been worried with cyclical or secular un¬ 
employment of resources, it cannot be said 


that, with full practical employment of re¬ 
sources, the government has avoided inflation 
of its currency, as evidenced by a rise in the 
general level of prices, including wage rates. 
There was a more or less creeping inflation 
before World War II, and it began to gallop 
during and after the war. The government 
admitted the existence of inflation when in 
1948 it called in the existing rouble paper 
money and gave to the holders, in return, 
much smaller quantities of notes, i.e., a sub¬ 
stantially smaller value in terms of the stand¬ 
ard unit, the rouble. 

By using the circular-flow apparatus dis¬ 
cussed above, we can visualize what hap¬ 
pened to produce the inflation. The govern¬ 
ment must have added to the total flow of 
money-spending without having managed 
a proportionate increase in the total output of 
consumption products. This appears to have 
happened mainly as follows: For whatever 
reason, political or economic (possibly to 
provide incentives to greater productivity), the 
government decreed successive increases in the 
level of money wage rates, together with 
successive increases in the prices paid to peas¬ 
ants for their produce. In many cases the 
working-capital funds of government plants 
were not large enough to bear the higher 
wage payments. So the Gosbank was author¬ 
ized to make additional loans and thus to in¬ 
crease the level of deposit money. The govern¬ 
ment printing presses must then have turned 
out the additional notes needed by the plants 
for the wage payments and obtained through 
the loans. Similarly the Gosbank must have 
issued additional newly printed notes to the 
government agents who bought the peasants 
crops. Now if the government had at a later 
stage withdrawn funds from the flow of 
spending to the extent that it had increased 
them earlier, there would have been no in¬ 
crease in consumption spending and hence m 
total spending. The government could perhaps 
have managed to effect such increased with¬ 
drawals through increased taxation or bond 
sales. But it did not, at least not sufficiently. 

The successive net increases in total spend¬ 
ing, however, were only potentially inflationary 
(if, as usual, we define inflation as a rise io the 
general level of product and factor-service 
prices). They need not have resulted in actua 
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price inflation if the physical volume of out¬ 
put had increased in step with the increase in 
total spending. But national productivity of 
farmers, workers, and plant managers did not 
keep pace with national spending. Physical 
output lagged relatively. Hence the inflation 
during the peace-time years of the thirties. 

The war and post-war inflations in Russia 
are to be explained in general by the same sort 
of analysis. But, as we know from our discus¬ 
sion of the United States, there are two closely 
related special war-time features. One is the 
enormous increase in deposit money and in cur¬ 
rency at the behest of the government, which 
is bent on winning the war. The other is the 
relative reduction in the resources allocated to 
the production of consumption products, in 
favor of resources allocated to the output of 
war materials. The two things happening to¬ 
gether greatly widen the inflationary gap. 

C. The Results or Economizing 

We have studied the wants and preferences of 
the Soviet government and its households, the 
resources owned by the government and the 
households, the technology, and the organiza¬ 
tion for making economic decisions. NVe have 
also studied the economic and operational 
nature of these decisions. We arc therefore 
ready to make a statistical as well as qualita¬ 
tive appraisal of the results of the decisions. 

Unfortunately we must reconcile ourselves 
to the fact that sufficient data are not available 
for a thoroughgoing factual statement and 
appraisal. The concensus of economists and 
statisticians in other countries is that the 
published available Soviet statistics arc not 
deliberately falsified; but they contain certain 

technical” biases, and the Soviet authorities, 
if they possess the information (as they should) 
for their own use, do not make available to 
outsiders nearly enough data for an adequate 
study. 

Nevertheless, we shall utilize the main 
results of the economists who have pieced 
together various items of information and 
who have made such modifications and esti¬ 
mates as seemed necessary. And we shall ob¬ 
tain at least a partial picture whose general 
outlines are fairly clear. 

We are interested of course in data on the 
rate of economic progress, the allocation of 


resources, and the distribution of the national 
income. We should also be concerned with the 
extent of resource utilization, but there arc no 
satisfactory data on cyclical unemployment 
(if there has been any) or on mis-allocation 
unemployment. We shall be content with con¬ 
cluding tentatively that (<*) under the circum¬ 
stances existing in the U.S.S.R. there has been 
no cyclical or secular resource-idleness of sig¬ 
nificant amounts; and (£) there has been con¬ 
siderable mis-allocation unemployment. 

1. Economic Progress: the Size and Growth 
of the National Income 


According to one estimator, Colin Clark, the 
national income of the Russian empire under 
the Czar in 1913, the year before the outbreak 
of World War I, amounted to about 18.1 bil¬ 
lions of international units. 1 The next year for 
which Clark has estimated a national income 
figure is 1928, which of course post-dates 
World War I, the revolution and period of 
civil war communism, and the period of the 
New Economic Policy. For 1928 the total 
net product was very little higher than under 
the Czar—about 18.3 billions of international 
units (I.U.'s). Clark also finds that the first 
five-year plan did not result in economic prog¬ 
ress, his national-income figure for 1934 is 
about 16.2 billions of I.U.'s, which suggests 
retrogression rather than progress. This failure 
to make an advance may be attributed mainly 
to the loss of livestock and other agricultural 
capital which, resulting from the peasants' 
resistance to nationalization, brought farm 
output down to famine levels for a while. The 
second five-year plan had much greater suc¬ 
cess; there was apparently more than a 40 per¬ 
cent rise in national real income from 1934 to 
1938, for which year the estimate is about 23.1 
billions of I.U.'s. The increases over 1913 and 
over 1928 were said to be more than 23 percent. 

World War II, with its destruction of Soviet 
capital by the invading Germans and its diver¬ 
sion of resources to war materials, interrupted 
further progress under the third five-year plan 
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That there would have been very considerable 
further civilian-income progress cannot be 
doubted because of the ability of the U.S.S.R. 
to supply a large part of its needs in driving 
the Germans back to Berlin. The fourth five- 
year plan, 1946-50, may be expected to more 
than restore pre-war Soviet capital and result 
by 1950 in a considerable gain in national in¬ 
come over the 1938 figure. 

Let us be very ''liberal’' and guess that the 
1950 real income figure will come to 30 bil¬ 
lions of I.U.'s. Let us also say that the Soviet 
population will by that year be no more than 
200 millions. Then the per-capita income for 
that year would be 150 I.U.'s, or roughly from 
750 to 900 I.U.’s per household, on the average. 
This figure will be very low compared to the 
per-capita and per-household figures for the 
large advanced western industrial nations 
(see page 1117 for some actual figures). The 
Soviet government will still have a very long 
way to go before it has developed its resources 
and achieved net capital formation sufficient 
to bring its households to the western level. 
But one would be rash to say that this will 
not be accomplished, for the advances under 
difficulties during past years cannot be disre¬ 
garded. 

Nevertheless, the progress is apparently not 
so rapid as the Soviet leaders sometimes plan. 
One authority* concludes that Russian five- 
year plans nearly always fail to meet their 
major objectives. The attract actual achieve¬ 
ment is said to be only about 60 percent of the 
goals. Among the reasons that have been ad¬ 
vanced for the failure to do better are the 
following: ( a ) There is a lack of adequate in¬ 
centive for ordinary workers and for most of 
the higher-grade employees. The coercions 
and penalties of the police state dull initiative 
and cause most workers to avoid assuming 
positions of responsibility. Compliance with 
the letter o f regulations and ’passing the buck" 
are common. Inefficiency in the field" is 
a usual result. (A) There are serious miscalcula¬ 
tions in planning as well as inefficiencies in 
execution. The "bottlenecks" and shortages 
previously mentioned are not unusual. Here 
one is reminded of the state of affairs we im¬ 
agined for early-phase Dictatia. Machines ar- 

2 W. Lconricf. “Soviet Planning The Problem of 
Economic Balance',“ 77 t Ruisun Rturu-. Autumn. 1946 


rive at "customer” plants without important 
parts, and so forth. 

2. The Allocation of Resources 


Some idea of how the national income was 
allocated in a year like 1938 may be inferred 
from published figures: According to the pub¬ 
lished figures available, of the 23.1 billions of 
I.U.’s for that year, roughly 15.4 billions 
(about two-thirds) were for consumption 
products and 7.7 billions (one-third) for net 
investment, including national defense. Of 
the total expenditure on consumption products 
(or of the total value of consumption products 
produced), roughly 67 percent was allocated 
to food, 8 percent to housing, and 25 percent 
to other consumption goods. The extremely 
high proportion allocated to food is an indi¬ 
cation of the very low average plane of living 
in the U.S.S.R. This low plane was of course 
in part the result of the government's decision 
to allocate such a high percentage of resources 
to net capital formation. Of the 7.7 billions of 
I.U.'s so allocated, roughly half went directly 
for defense and the other half was allotted to 
civilian capital products, many of which, 
however, were undoubtedly usable for war 
purposes. These figures also help to explain 
the low Russian plane of living: If fewer re¬ 
sources had been allocated to defense, more 
civilian consumption goods would have been 
available. 

It is possible to estimate also the relation of 
the national income to the gross national 
product for 1938. The GNP for that year may 
be estimated at about 33-1 billions of I.U. s. 
In other words, the national income was only 
about 70 percent of the GNP. Of the 10 billion 
difference between the two figures, about 1.5 
billions were for depreciation of existing cap¬ 
ital and 8.5 billions were for indirect (turn- 


fc r) taxes.’ 

So much for the allocation that seems to 
ive existed in a pre-war year like 1938. But 
>w clearly did the actual allocation approach 
ie optimum one? The answer to the question 
even more obscure for the Russian econom) 
lan for western private-enterprise countries, 
be data are not available for an accurate ap- 
aisal. But, as with the western countries, 
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there are some suggestive pieces of information 
from which at least tentative inferences can 
be drawn. As already stated, considerable mis- 
allocation has seemed to exist because of the 
mistakes in central planning. The authority 
referred to above states that, although the 
average percentage of accomplishment has been 
60 percent, the percentages for the output- 
targets of particular products have varied 
widely. Some objectives are more than met; 
for others the actual output has been less than 
60 percent. Production therefore appears to be 
very unbalanced. It is said that the notion of 
general economic equilibrium is despised 
among Soviet planners. If these things are so, 
there can be little doubt that the Russian 
economy falls far short of optimum allocations, 
in terms of the planners' own preferences 
among various products. 

3. The Distribution of Income 

Of the total income payments received by 
Russian households in a year just before World 
War II, the statistics indicate that about 84 
percent was in the form of wage and salary 
payments, about 12 percent was in the form 
of farm products (“real” income) consumed 
on the farms, and about 4 percent was in the 
form of government payments to agricultural 
collectives for produce. There are no data 
available to suggest the distribution of this 
total income among households classified in 
size-of-income categories. Our previous dis¬ 
cussion establishes the fact of wage and other 
income differences. But there is no information 
showing, out of the total number of house¬ 
holds, how many or what percentage re¬ 
ceived an annual income of any particular 
amount. 

However, since over four-fifths of the income 
received was wage income it is possible to 
infer from available information on wage and 
salary rates that the lowest-paid manual and 
white-collar workers in the Soviet Union re¬ 
ceive about one-sixtieth of the amounts paid 
to the most highly skilled engineers, plant 
managers, and central -government officials 
and about one-twentieth of the amounts going 
to the highest-skilled workers in the non¬ 
executive class. While there is considerable 
inequality in these incomes, it is evident that 
the degree of inequality is in general consider¬ 


ably less than in most private-enterprise econ¬ 
omies. 

4. Summary and Conclusions 

From the preceding discussion we may 
conclude that—once it got on its feet, in a 
land of certain enormous natural advantages 
and certain great natural disadvantages, with 
a people long trained to an acceptance of 
despotism, and in spite of certain international 
handicaps, some imposed by other countries 
and others self-imposed—the Soviet govern¬ 
ment has made a fairly impressive start toward 
achieving its own objectives. But the distance 
it has traversed is very small compared to the 
distance it yet must go. Moreover, whether 
it has done a better or worse job of allocating 
and fully utilizing economic resources and of 
maximizing want-satisfaction from economic 
goods than Russian private enterprise could 
have done is a question whose answer must 
remain undisclosed. 

The Soviet economy, however, must be 
appraised on grounds broader than just the 
economic. It is perhaps the country par excel¬ 
lence for us to consider in terms of political 
economy, i.e., in terms of whether or not 
there has been an optimum allocation of all 
resources—what we have called, for want of 
a better term, "social" resources. 

For this appraisal, there are at least two 
standards other than the goals of the Com¬ 
munist Party and the Soviet government. 
One is the preferences of the masses of the 
Russian households—or rather, our notion of 
them. The other is our own scale of values and 
preferences. 

So far as the standards and goals of the 
Communist leaders arc concerned, it is perti¬ 
nent to ask. Are these men actually as closely 
wedded to the dogmas of Karl Marx as they 
seem to be? Is it not possible that, to turn 
Marx's own words against them, these leaders 
are mainly using this religion as "an opiate 
of the people" in order to whip up the house¬ 
holds' loyalty to the government, which pro¬ 
fesses to have to protect the households against 
hostile, capitalistic, imperialistic nations? Are 
not these leaders possibly just as imperialistic 
and personally grasping for power as Hitler 
or as other, pre-twentieth century despots, in¬ 
cluding the Czars? From whom really do they 



1030 


TWO OTHER LARGE MODERN ECONOMIES 


derive their motivations—Marx or Peter the 
Great? Or both? Are they over-zealous apostles 
of Marxism, a bit "hopped up" by their own 
opiate? Here are riddles for answer in future 
decades. 

So far as the preferences of the "common 
man" in Russia are concerned, we have already 
maintained that the allocation of economic 
resources is not the one he would have chosen. 
His wishes appear to have been for more con¬ 
sumption goods for himself and somewhat 
fewer goods for future generations. As between 
freedom (as known in the west) and socialism- 
communism, which is intended to provide 
security now and in the future (although ap¬ 
parently the quantity of security is not great 
now), we cannot conclude from the fact that 
he now has socialism-communism that he 
prefers it. It is rather plain that the ordinary 
Russian household has little knowledge of the 
alternatives and of their relative costs and 
utilities. And, as we have repeatedly asserted 
in this book, we cannot conclude that there 
has been a maximization of over-all want- 
satisfaction where such knowledge has been 
lacking. We believe that this necessary knowl¬ 
edge has been lacking because of what we 
know about the coercive, ■'close-mouthed" 
nature of the Soviet government on such in¬ 
formation. The average Russian citizen knows 
only what his government chooses to tell him; 
there are no independent sources of informa¬ 
tion as there arc in the western democracies. 
Those who have tried to obtain information 
from other sources, like those who have tried 
to furnish it, have been dealt with severely by 
their government. Perhaps the Russian house¬ 
holds would freely choose what they now have 
if full knowledge were available to them. 
Perhaps they would not. There is no way of 
knowing. We can only say that social resources 
have not been optimally allocated now and in 
the past because of the great lack of knowledge. 

So far as our own preference scales are con¬ 
cerned, we can be fairly definite. By our own 
standards the costs of the Russian system have 
outweighed the utilities. The human suffering 
and the lack of liberty that this system has 
thus far entailed lead us to conclude that the 
level of social welfare in the Russian economy 
has been very low. It is at least arguable that, 
given the Russian resources, an economy of 


private enterprise with some government 
regulation could have achieved a much higher 
level of economic-political want-satisfaction— 
and this without antagonizing and seeming to 
threaten most of the western world. 

This judgment is not modified—but it is 
tempered with a feeling of tolerance—because 
of our knowledge of the history behind the 
Russian households and because of our knowl¬ 
edge of how comparatively recent are our own 
liberties and high levels of want-satisfaction. 
We must remember that the Russians have 
never really experienced democracy. And we 
must not forget that the "soft," peaceful, 
relatively rich society to which we are now 
accustomed and perhaps too mildly devoted 
is not very many decades old—the hard-won 
product of centuries of struggle for individual 
liberty and humaneness, the successor to an 
England that in the sixteenth century knew 
the brutality and despotism of the Tudor 
regimes and in the nineteenth condoned capital 
punishment for what are now considered 
minor offenses. We today gag on the philos¬ 
ophy that "the ends justify the means." And 
we fear a nation that, in embracing such a 
philosophy, is becoming a leading world 
power. The most tolerant among us believe 
that every nation should be left alone to solve 
its own economic and political problems in its 
own way. Live and let live. But we are afraid 
that the Soviet leaders, who profess to follow 
Marx, believe ardently in his doctrine of world 
revolution and are out, peacefully or other¬ 
wise, to proselyte the world to communism. 
We cannot be sure that Russia's acquisition of 
territory and puppet states after World War II 
was merely a measure to create friendly buffer 
states and to prevent a recurrence of the 
marches of Genghis Khan, Napoleon, and 
Hitler. We can only hope that, if it was in¬ 
evitable for the present Russian regime to be 
a despotic one, it will in time evolve into a 
"welfare" democracy and cooperate with 
other countries, independent and similar in 
welfare nature, to promote world peace and 
world economic progress. 

While we are hoping however we may he 
called upon to defend our standards and prel 
ences with action. This book has, we hope, lea 
to certain conclusions about at least one 
sirable kind of action. This is concerte , 
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cinueJ effort to raise and keep raiseJ the level 
of want-satisfaction for as many households 
in as many countries as possible, including our 
own. The communist doctrine claims to offer 
the millions of households material and other 
kinds of welfare. If democracy is to make the 
stronger appeal, it seems clear that it must 
deliver more and better goods continuously 
than communism can. It would seem probable 
that the communists cannot take over a pri¬ 
vate-enterprise country in which the house¬ 
holds are well fed, year in and year out. It can 
make no headway in a country where steady 
economic progress prevails, where resources 
are allocated with reasonable (non-monopo- 
listic) responsiveness to households' wishes, 
where there are no overpowering inequalities 
in the distribution of disposable income and 
of the opportunity to acquire ownership of 
income-yielding resources, and where there 
arc no severe downward swoops (temporary 
or prolonged) in the extent of resource-utiliza¬ 
tion. (The same thing holds for fascism, the 
other kind of economic-political despotism.) 

What is wanted, it seems to those who fear 
communism (or fascism) is, then, a religious 
zeal for western political democracy and pri¬ 


vate enterprise. If these things are worth keep¬ 
ing, they are worth working for with an ardor 
which matches that of the communists. 

Now it appears that such labors can never 
successfully be confined to preserving the status 
quo. All life is change. But the direction of 
change is subject to control. And the direction 
which now seems to promise most is some 
combination of private enterprise and modest 
government regulation, with the government 
itself still democratically responsible to the 
household-voters. 

Undoubtedly there will have to be much 
experimentation before the right combination 
is found. (Soviet Russia is of course part of such 
experimentation.) Maybe there is not just one 
correct or best combination of private enter¬ 
prise, political democracy, and government 
intervention. But experiments should and will 
be made. 

There are in fact several experiments going 
on right now in various countries. One of the 
most notable of these has been that conducted 
by the Labour government of Great Britain 
after 194). It is therefore highly desirable that 
we turn next to a study of this, our real-world 
economy number three. 
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Thus far we have studied the two economic- 
political giants of the real-world as it exists 
in the middle of the twentieth century. We 
have found them to be somewhat similar in 
their endowments of natural resources, some¬ 
what dissimilar in their human and capital 
resources and in technology, and very dis¬ 
similar in their social organizations for econ¬ 
omizing. We turn now to another most interest¬ 
ing national economy—Great Britain, to use 
the name applied to England and Wales and 
Scotland, or the United Kingdom, to use the 
name applied to the above three units plus 
Northern Ireland. This economy is a most 
interesting one for several reasons. First, its 
human and non-human resources, its techno¬ 
logical development, and its social organiza- 
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a. Measures for checking post-war inflation 
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ress 

C. The Results of Economizing 
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income _ . , 

2. Changes in the quantities and qualities or 
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4 Allocation of resources and composition of the 
national product 

a. Labor allocation 

b. The composition of the gross and net 
national products and of national income 

c. Allocation of total net expenditure between 
consumption spending and net capital forma¬ 
tion 

Household account 
The firms' account 
The government’s account 
The national accouot 

5 . The distribution of income 
a. By sizc-of-incomc groups 
b By kind of productive factor owned 

D. Summary. General Welfare Considerations 
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cion in many ways differ widely from those of 
the ocher two economies. Second, at this writ¬ 
ing, during and just after a period of considera¬ 
ble crisis for the Kingdom, it is in the midst 
of instituting a substantial change in its social 
organization for economizing, a change which, 
unlike the Russian one earlier in the century, 
marks no abrupt or violent abandonment of 
the previous organization but is a peaceful, 
gradual, democratically contrived develop¬ 
ment. Third, Great Britain is and has been, of 
all the larger nations, peculiarly dependent 
for its well-being on foreign trade with other 
countries. Compared with Britain, the United 
States and the Soviet Union are strikingly self- 
sufficient. Fourth, in its economic and political 
position midway between America and Russia 
the United Kingdom is somewhat representa¬ 
tive of other countries that we might have 
studied—political democracies such as Aus¬ 
tralia, New Zealand, Sweden, and France, 
which arc not yet mainly socialistic but have 
much more government regulation and control 
of productive activity than the United States. 

This chapter has at least one thing in com¬ 
mon with the one on Russia. In its few pages 
we must necessarily but very unfortunately 
condense a survey that merits as much space as 
we gave to America. Our discussion will follow 
the main outlines of our other studies of real- 
world economies. We shall consider the setting 
for economizing and the process and the results 
of economizing with a view to providing some 
basis for an appraisal in welfare terms. 

A. The Setting for Economizing 

As usual, in order to obtain a background for 
understanding the operation of the economy, 
we shall have to consider its cultural and 
political history; the wants of the households 
as consuming and producing units; the resources 
available for production; the technology 
available for combining the services of the 
productive factors; and the social organization 
which conditions the use of resources and 
technology for the production of want-satisfac¬ 
tion. 

1- The Cultural and Political History 

The readers of this book are probably farail- 
urwith Britain's social, economic, and politi¬ 
cal history; at any rate this topic can be re¬ 


viewed only very briefly here. The United 
Kingdom is, in itself and unlike America and 
Russia, small in area; densely populated; not 
very plentifully endowed with human re¬ 
sources; well advanced in technology; cul¬ 
turally homogeneous; and having, because of 
a separation by water from the mainland of 
Europe and the rest of the world, an isolation 
that has become smaller and smaller as trans¬ 
port (especially air transport) has developed. 
The English Channel is still an economic, 
political, and social moat, but its protective 
capacity has been diminishing. Behind this 
moat—during many centuries of history after 
successive early invasions and conquests by a 
variety of peoples and following the achieve¬ 
ments of a unified, centralized nationhood 
under the Norman, William the Conqueror— 
Britain was able in comparative security ( a ) 
to develop her political and economic institu¬ 
tions, her cultural homogeneity, and her tech¬ 
nology; and (A) to plan and achieve (with 
ships, men, weapons, products, money, and 
ideas) a cultural, economic, and political 
colonization of the "new" worlds to the west 
and the far cast. This colonization, although 
not without its setbacks (witness the loss of 
the area that was to become the United States), 
was to result in the formation of the British 
Empire and, by the end of the nineteenth 
century, the establishment of Britain as one 
of the very strongest sovereign powers in the 
world. 

The success of the country's "imperialistic" 
adventures, we are told by historians, was 
based in part on its geographic position and its 
early training as a maritime power. But it 
sprang also from a number of other factors, 
among which were its rulers' application of the 

balance of (political) power" principle 
among other national contenders for world 
economic-political domination; the fact that 
these rulers managed to administer the colonies 
with such a judicious mixture of force and 
compromise that a workable degree of coopera¬ 
tion from most of the colonies was achieved; 
a technological lead over the rest of the world* 
and an ability to utilize Britain's own none- 
too-rich domestic resources to maximum 
advantage in world trade. The British merchant 
Hect brought various raw materials to the 
mother country, where they were re-sold to 
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other countries at a profit or were manufactured 
with superior technology into various kinds of 
finished products and then were sold at a 
profit to consumers in less advanced countries. 
From the money profits, British capitalists 
were able to make further profits by lending 
funds to the firms in the colonies and in less ad¬ 
vanced, capital-poor countries. No other lead¬ 
ing nation was so dependent on international 
trade, but through its lead in this specializa¬ 
tion and trade Britain was able to produce 
relatively great wealth and want-satisfaction 
for its households. No country affords so 
striking an example of the economic axiom 
that one way (the superior way) to produce 
and consume is to specialize in the fields in 
which comparative economic advantage exists. 
Britain's advantages in the nineteenth century 
lay in her maritime, manufacturing, organiza¬ 
tional, and financial competence, and she 
exploited these advantages profitably. Her mer¬ 
chandise balance of trade was usually "unfa¬ 
vorable”; merchandise imports values exceeded 
merchandise exports values. But the "in¬ 
visible” items plus the loans abroad enabled 
her rather easily to achieve an over-all account¬ 
ing balance. 

Through all these economic and political 
efforts the powerful British fleet was on hand 
to preserve the pax Dr i tannic a. 

Beginning with the second decade of the 
twentieth century the world position of Great 
Britain began to alter. Other countries (such 
as Germany, Japan, and Italy) which were 
relatively late in achieving national political 
unity and technological competence and had 
therefore fallen far behind in the race for 
colonial raw materials which Britain, France, 
and Holland had long before settled satisfac¬ 
torily among themselves, began to rise from 
the position of have-nots. There was a first 
World War, and it was an exhausting conflict 
for the United Kingdom. Many men were lost; 
many ships were sunk and damaged; and some 
foreign investments went bad. In addition to 
this loss of resources the pre-war channels of 
trade were for a time disrupted. And by the 
time Britain was ready to resume her economic 
life, she found herself in a different world. 
The United States had come of age, relatively 
untouched by the war and with technological 
superiority in many fields (but not in shipping). 


Germany also, although badly hurt by the 
war, came in time, under the whiplash of the 
need to pay reparations, to be a menacing 
economic competitor rather than a good 
customer. Britain greatly accentuated her own 
difficulties by "honorably" returning the 
pound (its currency) to full gold parity early 
in the twenties, thus making her products 
relatively high-priced in the world markets 
where other countries' products (except Amer¬ 
ica's) were sold under devalued, depreciated 
currencies. As a result Britain failed fully to 
share the prosperity of the twenties. The 
export industries of North England (textiles, 
coal, etc.) were depressed and there was sub¬ 
stantial unemployment. The newer industries 
in the south of England (motor cars, electrical 
equipment, metal trades, etc.) were fairly 
profitable. But there was a lack of mobility 
in labor and an apparent unwillingness to 
adopt the measures needed for the transfer of 
resources into the more profitable fields. 

Then came the Great Depression, beginning 
in America late in 1929 and spreading over the 
world. In order to try to keep her unemploy¬ 
ment from reaching catastrophic levels Britain 
felt forced to devalue the pound in 1931. With 
Britain losing some of its grip, moreover, some 
of the colonics, such as India, began a vigorous 
if mainly peaceful struggle for independence. 
The Anglo-Saxon members of the Empire 
chafed at their status and were finally received 
full co-partners in the "sterling-bloc 


as 


na- 


British Commonwealth. The "have-not 
tions, dominated by fascist or near-fascist 
political regimes, stirred again and resolved 
to try once more for the "have" status. 

So far as Great Britain was concerned, the 
first World War was a tea party compared to 
the second. Her loss in resources—men, ship¬ 
ping, other capital goods, and foreign invest¬ 
ments—was much greater, in absolute terms 
and as a percentage of the total. The disruption 
of world trade was more severe. So tremendous 
were Britain's losses and so necessary to world 
balance and stability seemed her recovery tha 
the United States lent her more than $4 billion 
soon after the end of the war. This time 
Britain was the debtor rather than the creditor 

Faced with these losses in resources, Britain s 
task of post-war reconstruction. was jgrea 
than it was after the first World War. 
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political emergency had passed (or at least 
changed in nature), but an economic emergency 
or state of siege still existed. The war-damaged 
productive plant (including the merchant fleet) 
had to be restored without substantial loss in 
consumption and economic security. This was 
Britain's early post-war problem, and the 
problem had to be faced in a world that was to 
a large extent economically and politically 
disrupted from the war. Under these conditions, 
could Britain, without slipping back to a 
present-want-satisfaction level of previous 
centuries, marshal (no pun intended) its re¬ 
maining resources so as to achieve enough net 
saving and net capital formation to com¬ 
pensate for the dissaving or capital consump¬ 
tion caused by the war? 

To guide it through this emergency and to 
give an affirmative answer to the above ques¬ 
tion— i.e., to win the peace—the voters turned 
out the Conservative Party, who in coalition 
with the Labour Party and others had won 
the war, and elected the Labour Party to be 
the government. This political group was the 
party dedicated to the peaceful attainment of 
socialism which after 1945 had the task of 
reconstruction and whose activities we shall 
presently review. 

It should be clearly understood, however, 
that the task of reconstruction seemed to all 
British political parties to be decidedly one for 
much government action and direction. Party 
government and politics had been restored in 
Britain, but so pressing was the emergency that 
there was little basic disagreement between 
Conservatives and Labourites on essential 
short-run policy. The differences of opinion 
that did exist were mainly on the longer-range 
issues over the degree to which productive 
activities should be socialized. 

From this brief review it is evident that after 
1914 the British faced crisis after crisis; it is no 
great exaggeration to say that for more than 
thirty years they lived in a state of economic or 
political emergency or both. Small wonder 
then, that they came to rely on government 
for the solution of their difficulties. Indeed it 
is perhaps astonishing that, with all the serious 
problems and emergencies, neither the majority 
of the voters nor their governments tried to 
turn those governments into economic-political 
dictatorships. 


Wc have also to note that, of all the crises 
faced by the British since the collapse of their 
world primacy and economic prosperity, those 
of peace-time depression (1920-1938) were the 
ones that, according to some observers, left 
the deepest, most harrowing memories. At any 
rate, it is pretty clear, the households have 
resolved that their governments shall not again 
permit mass unemployment, chronicorcyclical, 
to exist. 

Whatever the crisis or emergency may be and 
whichever political party is in power, that 
party, it seems, can count as one of its im¬ 
portant resources "the British national charac¬ 
ter,” i.e., the nature of the human beings who 
are the British people. At least this is the way 
it has been in the past. Let us pause a moment 
to consider this matter. It is very desirable to 
know, as part of our background information, 
what kind of human nature has resulted thus 
far from the molding of the basic human drives 
by the British environment. It is of course 
hazardous to generalize about the character¬ 
istics of any nation's citizens; there arc even 
those who would deny the existence of any 
or all peculiarly national traits as a funda¬ 
mental operational concept. Certainly we can 
agree that these characteristics, if they do 
exist, arc not static but arc subject to change 
as environments change. But to deny their 
existence is to deny environmental differences 
and to deny the differing influences of differ¬ 
ent environments. 

Much of British history is the story of 
struggles for political and religious freedom. 
These were far from being solely struggles 
between economic classes (although the latter 

for example, land-owners versus merchants— 
were very significant). The struggles for the 
right of political self-determination and the 
right of religious non-conformity took place 
within the higher as well as the lower 
economic classes. The winning and the long 
practice of these liberties has led to the devel¬ 
opment of a conscious passion for political de¬ 
mocracy and liberty as a desirable end in itself 

Second, during past centuries the ownership 
ot economic resources was very unequally dis¬ 
tributed among the households. It would be a 
mistake to think that there was no mobility 
among social-economic classes and no oppor¬ 
tunity for members of the lower classes to 
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attain resource-ownership. But the laws govern¬ 
ing inheritance (particularly the one favoring 
first-born male children) and other social 
barriers did restrict mobility and opportunity. 
Certain results flowed from these facts. A high 
degree of class distinction and class-conscious¬ 
ness arose, and with it came a certain sense of 
social responsibility or noblesse oblige among 
many of those fortunate enough to acquire 
ownership of the resources. Another result was 
the struggle for security among the “unpos¬ 
sessed’'—expressed in the vigorous trade union 
movement and the growth of the Labour 
Party. 

Third, from the internal practice of de¬ 
mocracy and from the external practice of the 
balance-of-power policy came the British flair 
for compromise. At its worst this trait has 
manifested itself in short-sighted opportunism, 
perhaps even hypocrisy; at its best in a genuine 
regard for "fair play" and "the other side of 
the question." In any case, compromise be¬ 
tween opposing alternatives is part of the 
essence of democracy. The British arc usually 
not "either-or" people. British history, past 
and current, suggests that the economic, 
political, and social goods of this life are 
more divisible to the British than to many 
other peoples. Events indicate that it would 
be hard to convince the “typical” Britisher 
that freedom and security, for example, are 
"indivisible lumps" and that, if he has the 
one, he must take all of it and cannot have any 
of the other. Britain is perhaps one of the very 
few countries in which we could find at the 
same time political democracy, monarchy, and 
an approach to socialism. 

Fourth, accompanying the foregoing charac¬ 
teristics there appears to have developed a hard- 
headed emphasis on "practicality.” Policies 
have been formed on a basis of trial and error 
rather than from general principles worked out 
in advance. "Theories" have readily yielded 
to expediency. 

In summary, we may say that potent forces 
have operated to bind together the British 
households into a relatively homogeneous, 
liberty-respecting, law-abiding people and that 
thus far these forces have been stronger than 
the class differences making for social antago¬ 
nisms and conflict. This fact is an asset to any 
government engaged in prosecuting a war, in 


fashioning post-war reconstruction, or even in 
undertaking democratic socialism. 

2. The Wants of the Households 

In 1801 the population of England, Wales 
and Northern Ireland was about 11 millions. 
In 1949 it was about 50 millions, an increase 
considerably more than four-fold. As in the 
United States and many other countries, the 
rate of increase was greater in the earlier than 
in the later decades—and for the same sorts 
of reasons relating to birth rates and death 
rates. There has also been the same sort of 
change in the age composition of the popula¬ 
tion; the older age-classes have increased in rel¬ 
ative importance. The main difference between 
Britain and America until about 1920 was that 
there was net emigration from the former while 
there was net immigration into the latter. 

In Great Britain, then, there were in 1949 
about 12 million households. Of these the 
great majority lived in urban communities. 
They were literate and, relative to the house¬ 
holds of many other countries, educated rather 
than ignorant. In terms of the amount of 
economic knowledge and understanding neces¬ 
sary for rational economic choices among 
firms-as-product-sellers and firms-as-factor- 
service-buyers, however, there is no evidence 
that they were better educated than the house¬ 
holds of most western European or American 
countries. They were undoubtedly just as 
habit-ridden and partially ignorant about prod¬ 
ucts and employment conditions as these other 
households. , 

The British households in general possessed 
the characteristics mentioned in our historical 
review. They also were part of a sens ate or 
materialistic rather than an ideational culture. 
Their standards of living were doubtless in¬ 
fluenced by their knowledge (quickened by 
war-time contacts) of American planes of liv¬ 
ing. The hopes of the mass of households tor 
attainment of their standards, i.e., for making 
their planes equal to their standards, were 
probably also raised when the equihtanan- 
minded Labour Party assumed power, we may 
in general conclude that, as regards total want 
satisfaction, the standards of the bulk of 
British households were "competitive iv‘th 
those of the bulk of American households and 
with those of the British upper-class minority. 
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a. Preferences among Consumption Products 

The slopes of British households’ indifference 
curves are of course subject to all the general 
influences that we in this book have said 
determine the curves, and they are subject as 
well to the influences that are specifically 
British. It is no more possible to draw a typical 
British indifference map than it is to draw a 
typical American one; the information does 
not exist. All we can do is to show for one or 
more years the actual distribution of total 
household outlay among various categories of 
consumption products. These figures (see Table 
89) are subject to all the qualifications made 
when we presented the American data (recall 
pages 752-735): They reflect not only house¬ 
hold preferences but the ability of the economy 
to offer the products for want-satisfaction; for 
example, in 1947 they reflected the state of 
technology; the extent of war damage to the 
stocks of products and to capital equipment 
(including the merchant fleet); the level of 
money income in relation to the prices of the 
products; and the distribution of the total 
income among the households. With unchanged 
wants and preferences, a change in one or more 
of the other conditions would have altered the 
figures in Table 89- 

As we shall learn, the British government 
did not, during the post-war emergency, allow 
full and free play for the expression of the 
households’ preferences, through product- 
demand curves in the product markets. For 
reasons given below, the government felt it 
necessary to act on behalf of the households 
as best it could by (in effect) drawing its own 
indifference maps as substitutes for the house¬ 
holds’ and by guiding the output of products 
therewith. 

b. Preferences between Leisure and Income 

We recall from previous discussions that, 
with respect to households' preferences be¬ 
tween not-working and working-for-incorae, 
there are two points of interest for us: First, 
we wish to know the slopes of the indifference 
curves in relation to the single outlay curve, 
which pivots as the wage rate changes. This 
has to do with the short-run effect of changes 
in wage rates: Are the slopes of the curves such 
that, given the total number of available hours 


TABLE British Households' Expendi¬ 
tures on Consumption Products, 
1938 and 1947 


Hem 

Percentage of Tolol 
Expenditure Mode 
on Each Item In 

>938 

1947 

Food, liquor, ond tobocco 

Oothmg 

Housing ond utilities 

Household equipment and operation 
Consumer transportation 

Recreation 

Other goods ond services 

Total 

40.7 
10.4 
>6.0 
7.4 

6.8 

3.0 

15.7 
>00.0 

45.9 

9.6 

>1.9 

7.0 

5.9 

4.0 

15.7 

100.0 



Source: Nolionol In come ond hpendilur* o I lha United Kingdom. 

Cmd. 7371, London, 1948, pp. 39-40. Differences 
in the daisiffcolions of doto maVe comparison of this 
table with Toble 43. Chopter 35, invalid for oil but 
food, etc, housing-utilities, and consumer transporta* 
lion items. 

for allocation between leisure and income, the 
households offer fewer or more hours in re¬ 
sponse to an increase in wage rate? Second, we 
wish to know the slopes or positions of suc¬ 
cessive indifference curves. Do the relevant 
portions of the curves bend or shift toward the 
leisure or toward the income axis as population, 
technology, national income, and standards of 
living rise? This has to do with the long-run 
allocation. 

There is no precise evidence on the short- 
run question. However, there is no reason to 
believe that individual British households 
under normal conditions behave differently 
from American households. The slopes of the 
better educated households' indifference curves 
are probably such as to produce a short-run 
positive labor supply curve; and the slopes of 
the others are probably such as to result in a 
negative curve to the economy as a whole. 
The aggregate labor supply curve of all house¬ 
holds is thus probably negative; the house¬ 
holds tend to respond inversely to wage-rate 
changes in the short run, and this tendency is 
reinforced by the fact that most households 
are organized in labor unions. 

In regard to the long-run question, the story is 
substantially similar to the American one. The 
successive leisure-income indifference curves 
appear to have bent or shifted somewhat 
over time toward the income axis, for the 
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increase in leisure (i.e., the shortening of the 
standard or normal work-week) has been less 
than the increase in per-capita output. (Be¬ 
cause Britain’s resources and technology have 
been inferior to America's, the gains in both 
leisure and income have been smaller for 
Britain than for America. The standard five- 
day week of eight hours per day is not common 
in the United Kingdom, as it is in the Unjted 
States. The coal miners have a normal work¬ 
week of five 7j-hour days, and the textile and 
clothing industries normally operate for five 
9-hour days. Most of the other industries have 
normal work-weeks of six or five-and-one-half 
8-hour days—48 or 44 hours per week.) Until 
1946, when the Labour government, acting on 
behalf of its household constituents, reduced 
the basic work-week about five hours for about 
3 million workers, there had been little change 
since 1920. This reduction may be interpreted as 
the delayed realization of a preference for more 
leisure. (The reduction has been criticized as 
an untimely measure of reform, having been 
made when there was a desperate need for more 
output. The government, aware of this fact,suc¬ 
ceeded in inducing many households, through 
their labor unions, to work overtime. In 1948 
the average weekly number of hours actually 
worked was about 43. The payment of pre¬ 
mium rates for overtime hours, however, tended 
to increase production costs, to decrease out¬ 
put, and to weaken Britain's competitive 
position in the export markets.) 

A similar interpretation may be placed on 
the raising of the school-leaving age to 16 and 
on the Annual Holidays with Pay Agreement 
under which all workers are entitled to two 
weeks' vacation with full pay, plus six statu¬ 
tory single-day holidays with full pay. 

In the discussion above (as with America) 
we have used the shortening of the standard 
work-week in relation to the increase in 
national income per person as an indicator of 
long-run preferences between leisure and in¬ 
come. With respect to this comparison two 
things should be understood:First, the standard 
or normal work-week is superior for the above 
comparison to the actual average number of 
hours worked per week, because the latter 
figure reflects the demand for labor more closely 
than the former. Second, even the normal 
work-week figure over time reflects to some 


extent the demand for labor. In other words, 
just as consumption expenditures reflect not 
only product preferences and product demands 
but also product-supply conditions, so do 
work-week figures reflect not only labor-supply 
preferences but also labor-demand conditions. 
In both cases, for any country, the necessary 
"pure” data are not available. 


c. Preference between Consumption and Saving 

In general terms our discussion (in Chapter 
33) of the American interest-rate supply curve 
of savings, income demand curve for consump¬ 
tion goods (the propensity-to-consume curve), 
and the income supply curve of savings (the 
propensity-to-save curve) apply also to British 
households and need not be repeated here. So 
far as an actual, specific figure for the marginal 
propensity to consume is concerned, the data 
are not available. However, the figures for the 
savings, consumption, and direct-tax com¬ 
ponents of household income indicate that 
British households tend to save smaller per¬ 
centages of income than American households 
do. This is to be expected in view of the 
higher tax rates and the more thoroughgoing 
British system of social security. 


I. Preferences between Freedom and Security 

In the light of our review of British history 
nd character it appears in general that the 
louseholds of that country are more aware of 
he nature of the freedom vs. security alterna¬ 
tes and of their relative costs and utilities 
han are the households of most other nations. 
:he return of the Labour Party to power sug¬ 
ars that a majority of the households in the 
ast election, insofar as they recognized the 
Iternatives, considered freedom and security 
o be divisible rather than indivisible. The 
lection results suggest also that most of the 
louseholds' preference scales were such that 
hey chose a large quantity of economic security 
n preference to a large quantity of economic 
reedom. The alternatives of political freedom 
■ersus the security of being dictated to in the 
lolitical field were not presented to the voters 
,y important rival parties. However, there can 
; little doubt that the great majority of house 
lolds favored the retention of political 
he heritage of past centuries was not hghtl) 
o be thrown away. 
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TABLE Distribution of Britain's Labor Force 

90 



1939 

1948 

Industry Group 

Number 
(in thousands) 

Per Cent 
of Total 

Number 
(in thousands) 

Per Cent 
of Total 

Agriculture 

910 

5.1 

1.110 

5.9 

Fishing 

40 

0.2 

37 

0.2 

Cool 

773 

4.3 

790 

4.2 

Other mining ond quarrying 

100 

0.6 

75 

0.4 

Building ond civil engineering 

1.310 

7.2 

1,200 

6.4 

Manufacturers, total 

6,81 S 

37.9 

7.325 

38.8 

Food, drink, tobacco 

654 

3.6 

600 

3,2 

Clothing 

1,005 

5.6 

800 

4.2 

Textiles 

798 

4.4 

760 

4.0 

Metals and machinery 

2,267 

12.6 

2,900 

15.4 

Chemicals 

266 

1.5 

335 

1.8 

Other 

1.825 

10.2 

1,930 

10.2 

Transport and shipping 

1.233 

6.9 

1,460 

7.7 

Public Utilities 

242 

1.3 

280 

1.5 

Distribution 

2,887 

16.0 

2.320 

12.3 

Consumer Services 

2,225 

12.4 

2.123 

11.2 

Government Service 

1,465 

8.1 

2.150 

11.4 

Total Labor Force Employed 

18,000 

100.0 

18,870 

100.0 


Sourco: British Information Services, tabor ond Industry in 8r >lain. Ame. 1948, p. 80. The 1948 figures ore estimated. 


3. The United Kingdom's Resource* 

In turning now to a consideration of Britain's 
resources, we should bear in mind that, to the 
extent that Britain has net foreign investments 
in colonies or dominions or other countries, 
Britain may be considered to possess resources 
that arc quantitatively and qualitatively 
greater than those found in the home country. 
Our brief discussion here, however, will be 
confined to the resources of the British Isles. 

a. The Iujbor Resource 

In 1948, out of a total population of about 
50 millions of people in 12 millions of house¬ 
holds, the preferences between leisure and in¬ 
come were such that—given the prevailing 
wage rates and other economic-political con¬ 
ditions—more than 19 millions of workers 
offered to work about 45 hours per week in 
various areas and industries. Of these, all but 
an average of a half million were employed, 
and the idleness of this small number was 
chiefly "frictional,” as certain workers left 
certain jobs and looked for or were sent to 
other jobs. Among the 19-3 million workers, 
13.7 million were males and 5 6 million were 
females. The racial composition of the labor 


force was overwhelmingly native-born British, 
although there were small groups of displaced 
persons from other European countries volun¬ 
tarily working in Britain. 

Table 90 shows the industrial distribution 
of this total work force for 1939 and for 1948. 

In respect to quality, the British labor force 
is generally regarded as one of unusual knowl¬ 
edge and skill. This constitutes a very im¬ 
portant element among the country’s resources. 
But quality itself is in the short run only a 
potential. In any country the question must be 
asked, How willingly and energetically arc 
the skills applied to the daily jobs? Here the 
evidence is inconclusive (but sec later discus¬ 
sion on possible loss of incentives to work). 

b. The Capital Resources 

(O Natural Resources. The United Kingdom 
possesses, for the most part, a stimulating and 
equable climate. It has many good harbors and 
a sufficiency of navigable rivers. There is a 
moderate amount of tillable soil and of grass¬ 
lands, but these resources are very inadequate 
for supplying a sufficiency of food and for 
providing (in conjunction with the climate) 
certain raw materials like cotton. There is 
practically no timber in the Isles, no petroleum, 
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TABLE 

91 


Net Capital Formation in the United Kingdom 



Estimated 

National 

Income 

Net Capital Formation 
(in millions of pounds-sterling) 

Percentage Which 
Total Net Capitol 

Tears 

(in millions 
of current 

pounds*sterling) 

Net Investment 
at Home 

Net Investment 
Abroad 

Total 

Formation Was of 
Notion Income 

» 

2 

3 

4 

5 

6 

1860-69 






average 

899 

-30 

20 

150 

16.7 

1907 

2.035 

110 

138 

248 

12.2 

1924 

3.919 

255 

72 

327 

8.4 

1929 

4.178 

211 

103 

314 

7.5 

1932 

3,568 

80 

-51 

29 

0.8 

1935 

4.109 

305 

20 

325 

7.9 

1938 

4707 

320 


250 

5.3 

1944 

8,3 10 

-494 

m&r. mm 

-1,153 

— 

1945 

8.355 

-11 


-886 

— 

1946 

8.100 

530 


150 

1.9 

1947 

8,770 

1.245 


570 

6.5 

1940 

9.000 

1.100 

ISp-Miiiffrl 

050 

9.4 


Sources: For yeors 1860-1935. the copilot focmotion figures ond the 1860-68 notional income figure or e from Coin ClorV. 

The Condition of Econcmk Progress. Mocmillon. 1940. p. 397; the notionol income figures for 1907-1935 ore from 
A. R. Presl, "Notional Income of the United Kingdom," The Economic Jovmal. March. 1948. pp. 50-9. For yeors 
1930-48. see Notionol Income ond Eipondiivro in the Unit'd Kingdom. 1947. Cmd. 7371, pp. 15 ff. ond Economic 
Survey lor 1948. Cmd. 7344. p. 45. 


not much water power, no natural rubber, and 
no deposits of many necessary minerals. In 
fact, among a dozen metallic minerals—anti¬ 
mony, bauxite (for aluminum), chromite, cop¬ 
per, iron, lead, manganese, mercury, nickel, 
tin, tungsten, and zinc—only iron exists in 
sufficient quantities for home use. There is some 
lead and tin, but not enough; and the other 
metals must be almost wholly imported. 
Furthermore, among thirteen non-metallic 
minerals—asbestos, barite, china clay, coal, 
fluorspar, graphite, mangesttc, mica, nitrates, 
petroleum, phosphates, potash, and sulphur- 
only china clay, coal, and fluorspar are sufficient 
for domestic needs (indeed they arc plentiful 
enough for export). Barite exists in some quan¬ 
tity but must be supplemented by import. The 
others—very important to theopcration of an in¬ 
dustrialized economy—must be obtained almost 

entirely from abroad, i.e., must be bought with 
the various British exports. This is true even 
though by political connection and commercial 
treaty the United Kingdom is able to acquire 
the resources of colonies, daughter countries, 
or other nations. Fortunately for Britain, she 
does possess enough of two of the mam rcquire- 


Qents for an industrialized machine society— 
oal and iron. But most of the coal is relatively 
ostly to extract, lying deep in mines that have 
>een used for many decades, even centuries. 

(2) Capital Other than Developed Natural Re- 
ources. With their natural resources and labor 
>f past decades and centuries and with the 
latural resources and labor of other countries 
vhich Britain was able to draw upon (cco- 
lomically through exports and politically 
hrough conquest or threat of conquest), the 
British had by 1914 accumulated a large stock 
,f capital goods and had used it to produce a 
arge national income. As already noted, the 
irst World War threatened this capital (and 
ncome), and a sizeable fraction of it was de¬ 
coyed (mainly merchant ships, and warships 
:o protect them). By the ..me the losses were 
replaced and further accumulat.on was«*o«j 
pUshed. Britain was forced .nto a second World 
sVar which dwarfed the first .n .ts des.ructmn 
jf British capital, including muchof thatowned 
,y ,he British in other countr.es. One o 
Britain's most formidable post-war problems 
was the rebuilding of the l°sc equ.pmenr 
According to one estimate (see Chapter 
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page 1085), the dollar value of Britain's capital 
resource after the war was about $100 billions. 
As with the United States, moreover, wc may 
obtain some idea of the pace of capital accumu¬ 
lation from datashowing over time the nation's 
net investment in capital goods, both in 
absolute amounts and as a percentage of na¬ 
tional income. The figures in Table 91 suggest 
that (a) the rate of accumulation was greater 
before World War I than thereafter; (£) there 
was net disinvestment or capital consumption 
during World War II; (c) since World War 11 
total net capital formation at home (column 3) 
has been larger than ever; ( \J ) but this was ac¬ 
complished in large part, as shown in column 
4, while there was some net disinvestment 
abroad—i.e., while there was some sale of 
British assets abroad plus some borrowing from 
abroad (mainly from the United States); (r) 
nevertheless, the absolute net amount of capital 
formation since the war(column 5) has exceeded 
that of previous years, and the relative amount 
(percentage of national income), as shown in 
column 6, has come close to that of the best 
inter-war years. However, before anyone rises 
to acclaim the success of the British recovery 
in capital formation, it should be borne in 
mind that a goodly proportion of the post-war 
accumulation has been in housing, some only 
temporary. This type of savings-embodiment 
yields income and utility, to be sure. But it is 
not the kind which yields a further output of 
other products. 

4. Technology 

In respect to knowledge and actual use of 
methods of combining the resources or pro¬ 
ductive factors to produce income, we may note 
the following: If by technology we mean 
knowledge of production methods, Britain of 
course has access to the technology of the whole 
modern western world, including that of the 
United States. But this knowledge appears to 
be confined somewhat to top scientists and 
government officials. It has not fully seeped 
down to the average industrial executives and 
subexecutives. Or if the knowledge has been 
acquired by these practitioners, it has on the 
whole not been used adequately in actual pro¬ 
duction. Whereas Britain had a great tech¬ 
nological advantage during the nineteenth 
century and used this advantage to attain world 


economic and political primacy, her position 
after World War 1 became inferior to that of 
America and Germany. She did not adapt her¬ 
self fully to the change from the nineteenth 
century technology of coal, iron and steel, 
steam, and relatively small plant-scale to the 
twentieth century technology of coal, iron and 
steel, alloys, electricity, and chemistry, and of 
mass-production, assembly-line, large-scale 
plants. She became aware of the competition of 
the other industrialized countries during the 
'twenties; but her reaction was mainly one of 
developing oligopolisticor cartel-like organiza¬ 
tions rather than one of technological adapta¬ 
tion. At the top level there was much talk of 
"rationalization'' (improved management, or¬ 
ganization, and location of industry); at the 
operating level there was little except carteliza¬ 
tion. It is not too much to say that, relative to 
other countries, there was technological ret¬ 
rogression because of an attitude of compla¬ 
cence over past achievements. 

Wc shall see that the Labour government, 
with full acquiescence by the other parties, has 
been taking serious measures (with what 
success remains to be seen) to overcome tech¬ 
nological smugness and backwardness and to 
get the known improved technical knowledge 
down from the bureaucratic level into practice 
at what the British call the “bench level." 

5. The Social Organization 
a. General Methods of Economising 

(1) 77* Economic-Political Units. Although its 
"lead" is rather rapidly becoming smaller, 
Great Britain has for a long time been more 
"organized" than the United States. That is 
to say, there has long been less economic and 
political atomism in Britain than in America. 
The households are organized both as buyers 
of products and as sellers of labor. A large 
percentage of the households purchase one or 
more products via consumers' retail and whole¬ 
sale cooperatives; and more than half of the 
eligible household members are organized in 
about 750 labor (mostly craft) unions. The 
firms also are organized as producers, exporters, 
importers, and buyers of labor-hours. In any 
particular industry the size of British firms is 
smaller than in the comparable American in¬ 
dustry. But the same tendency toward con- 
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centration within any industry is observable; 
more and more of the output and employment 
comes under the control of the larger firms. 
As far back as 1935 the production of more than 
100 different products was the monopoly of 
one or two firms. 

The British households and firms are sub)ect 
to the authority of the central government and 
of the local government units. As in America, 
the role of government has shown a trend 
away from one of laissez-faire and encourage¬ 
ment of private enterprise to one of regulation 
and control. But the change in the United 
Kingdom has been bigger than in the United 
States. In the U. K. the Labour government, 
elected in 1945, took over the direction of the 
whole economy, in its foreign trade as well 
as in its domestic aspects. Economic planning 
became a fact rather than a "theory." It is 
true, of course, that the retention of certain 
war-time measures (such as the control of the 
prices and the rationing of consumption prod¬ 
ucts and the allocation of certain materials to 
firms) would have been conducted and had in 
fact been planned by the Conservative Party 
as temporary emergency measures necessary 
for the reconstruction period. It is also true 
that these measures are hard to disentangle 
from the rest of the Labour program. But the 
desire for and the existence of national eco¬ 
nomic planning was an observable fact. So 
too, within the framework of planning, was 
the nationalization or socialization of what 
would, in the not very distant future, amount 
to at least 25 percent of British industry; by 
1948 the central banking system (the Bank of 
England), communications, civil aviation, 
coal mining, rail and road transport, docks 
and inland waterways, and public utilities 
had become government-owned. 

As in America, government in the U. K. has 
usually operated with a surplus of revenue 
over expenditure in periods of peace-time 
prosperity and with deficits during periods of 
peace-time depressions and major wars. The 
total national debt has been rising. 

(2) Nature and Role of Money. Great Britain's 
unit of currency is the pound sterling, which 
is tied to gold under a restricted gold-bullion 
standard. Before the Great Depression the 
pound exchanged at par for $4.86. After the 
British devaluation of the pound in 1931 and 


the American devaluation of the dollar in 
1933, the pound sterling exchanged at par for 
$4 03- And in September, 1949, there was a 
further devaluation of the pound to $2.80. 

British commercial banks create and ex¬ 
tinguish demand-deposit money subject to 
the controls exercised by the central Bank of 
England under the government regulations. 
All other financial institutions are under the 
direct guidance of the central government. 
The ability of the government to control the 
quantity of money used for domestic and 
foreign transactions is great. Control is exer¬ 
cised through the interest rate, which in¬ 
fluences the private-firm demand for investment 
funds, and through government deficit or 
surplus spending. 

The relation of the central Bank of England 
to the government (the Treasury) has under¬ 
gone in Britain the same development as the 
relation of the Federal Reserve System to the 
federal Treasury in the United States. That is, 
in Britain as in America, the banking system 
has become subordinate to the government in 
the determination of monetary policy and the 
employment of monetary measures. The bank¬ 
ing system is the monetary agent for the gov¬ 


ernment. 

(3) The Nature of Markets and the Price System 
Because of the government's rationing and 
price-control of consumption goods and be¬ 
cause of the government's control over the 
prices and allocation of non-human productive 
factors, not many of the British markets could 
be said to be free in the usual sense during 
World War II and for some years thereafter. 
Before the war the British markets were al¬ 
most wholly free to reflect unfettered private 
economic decisions. But in these markets there 
was a very large degree of bilateral monopoly- 
The prices and quantities of raw materials 
were often bargained between monopolists or 
oligopolists and monopsonists or ohgopsomsts 
(including the households' retail cooperatives;. 
The prices of various grades of labor (an 
ofeen the quantities, for guaranteed annua 
wage plans had been introduced in significant 
numbers) were bargained between union- 
monopolists and firm-monopsoniscs. 

If free markets are again restored ,n Britain 
Cas they may well be, to a large exten^dm' 
the reconstruction emergency has passed), 
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these bilateral-monopoly conditions will pre¬ 
sumably be found once more. If the restoration 
is not extensive but only partial—i.c., to the 
extent that the government retains control 
over resource-allocation and pricing—there 
will be a continuation of the present (1949) 
situation, in which political bargaining has 
superseded or supplemented economic bargain¬ 
ing. Thus the quantities and prices of, say, 
steel which motor car manufacturers, ship¬ 
building firms, and other users of steel now 
obtain are bargained not so much with the 
steel-making firms as with the government 
officials who control steel prices and alloca¬ 
tions. This is an inevitable result of the intro¬ 
duction of socialism and planning along with 
the retention of political democracy. 

b. The General Goals of Economising 

The evidence on the objectives of econo¬ 
mizing in Great Britain is more conclusive 
than in the United States. The campaigning 
by the two great parties—Conservative and 
Labour—for the general election in the sum¬ 
mer of 1945 was mainly on economic issues; 
and it seemed to many observers that seldom 
in any country have the issues been defined so 
clearly and with less fuzzy generality. The 
program on which the Labour Party won 
a decisive victory in a free election was stated 
in terms of immediate reconstruction objectives 
and included specific proposed methods for 
their realization; that is, the Party's campaign 
was not directed mainly toward its long-run 
objectives as they arc subsumed under the 
heading of evolutionary socialism. Yet the 
main long-run objectives were implicit also in 
the short-run program, and the Labour Party 
made no effort to conceal them. They were: 
A democratic administration and control of 
measures designed to achieve (1) a more equal 
distribution of resource ownership and of in¬ 
come therefrom; ( 2 ) a high and stable level of 
resource-utilization; (3) an efficient utiliza¬ 
tion of resources; and (4) an extension of 
general social security. 

With the possible exception of the first, 
these general goals were not notably different 
from those espoused by the Conservative 
Party—or for that matter by both major 
parties in their campaigns during the national 
election period of 1948 in the United States. 


But where these other parties were more vague 
about the measures to be used for the achieve¬ 
ment of the goals, the Labour Party was 
specific. For example, it proposed to socialize 
immediately the industries already mentioned 
above. In short, the British households must 
have had a fair understanding of what they 
were voting for, and we may therefore con¬ 
clude that in large measure they consciously 
and deliberately chose the above-listed goals. 
We do not, for Britain, have to guess mostly 
by indirection at the goals of economizing. 

B. The Process or Economizing 
1. Introduction 

Let us look now at the early post-war 
economic (and political) process as it was 
carried on in the setting just described. We 
must make clear at once that it is overwhelm¬ 
ingly the post-World War II setting which 
makes Britain interesting to us as political 
economists. In normal peace time there used 
not to be much of prime significance that set 
the U.K. apart from the U.S. except its 
smaller scale of economizing and its much 
greater dependence on foreign trade and in¬ 
vestment. But the extent of the devastation of 
capital by the war, which posed a reconstruc¬ 
tion problem of serious proportions, made the 
relation of government to the economic process 
one of great interest and importance. Add to 
that fact the further fact that the government 
chosen by the households to supervise the 
reconstruction was one which seemed an ardent 
believer in political democracy and in long- 
run democratic socialism. This combination 
is indeed one to make our survey peculiarly 
exciting. 

It is partly for this reason that we need give 
very little space here to the economizing of 
households and firms, individually and col¬ 
lectively. The other reason is that, even if we 
were to consider prewar households and firms 
(with government in a relatively minor role), 
there would be very little to tell about the 
nature of their economizing that has not al¬ 
ready been told in our United States study. 
The principles of economizing for individual 
households and firms would be the same as 
before, even in the British setting. The princi¬ 
ples of collective economizing in unions and 
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cartels are also the same, and there are in gen¬ 
eral the same sorts of institutional or political 
measures employed by these organizations as 
those described in pages 835-851. We may note, 
however, that (a) the British economy and the 
productive activities of British firms are not 
disrupted by any important schism within the 
labor movement; and (6) there seems to be 
somewhat less disruption, year in and year out, 
from strikes and lockouts. 

2. The Government s General Problem and Its 
Solution 

We shall consider, then, only the economiz¬ 
ing of government here. Let us remind our¬ 
selves of the government's general problem 
when it came into power in mid-1945- First 
of all, the Labour Party, apparently believing 
genuinely in the economic-political rightness 
of democratic socialism, presumably wished to 
stay in power long enough, at least, to achieve 
its major peace-time objectives. To do this it 
had to hold the favor of a majority of the 
voters; its margin at the polls was not suf¬ 
ficient to allow any disregard of voters' sov¬ 
ereignty. Second, how should it achieve this 
political objective? Should it concentrate 
mainly on reconstruction, leaving reform to 
a later, happier time; or should it institute the 
reforms while the instituting was good, thus 
risking the possibility that reconstruction 
might be retarded or jeopardized? Third, from 
the economic standpoint both reconstruction 
and reform aimed at the same general objec¬ 
tive—an increase in total want-satisfaction. 
But since at least some of the reform measures 
might considerably lessen the desire to produce 
and "reconstruct’’ in the economy as a whole, 
the two might well be regarded as alternative 
ways of attaining the general objective, each 
entailing certain costs along with certain 
utilities. 

Under these circumstances the Labour gov¬ 
ernment appeared to face certain general ques¬ 
tions such as the following: Were reconstruc¬ 
tion and reform really alternative routes to 
greater want-satisfaction; did you have to 
give up one or more units of the one in order 
to obtain one or more units of the other? And 
if they were alternatives, were they indivisible 
or divisible; must it be all of one or all of the 


other, or could you have some of each? If the 
latter, then the government's problem became 
one of selecting the optimum combination of 
the two—the amounts of each which it be¬ 
lieved would maximize the voters’ want- 
satisfaction. 

From our survey of the measures inaugurated 
since 1945 it appears that (a) however dimly, 
the Labour government looked on reconstruc¬ 
tion and reform as divisible alternatives; and 
(£) however fumblingly, it tried to compromise 
between the two, i.e., it tried to choose an 
optimum combination of the two. Whether or 
not its choices were wise and rational is a 
question that the student will have to decide 
for himself. 

Before proceeding with a discussion of these 
measures (under our usual headings of re¬ 
source-allocation, income-distribution, extent 
of resource utilization, and economic progress), 
let us in summary fashion consider the nature 
of the reform and reconstruction alternatives, 
the problems involved, and the attempted 
"solutions.” 

The reform objectives, as they appeared to 
the Labour Party, involved increasing the sum 
of welfare through shortening the length of 
work periods and through redistributing in¬ 
come. The income-redistribution measures 
covered very steeply progressive income taxa¬ 
tion and the provision or enlargement of the 
so-called social services (social insurance, in¬ 
cluding free medical care; family allowances or 
subsidies; free education; subsidized housing; 
and subsidized food). 

The reconstruction alternative involved try¬ 
ing to increase total welfare by increasing the 
quantities and qualities of economic resources 
to amounts that would not only make up for 
the war-caused losses in resources but would 
go substantially beyond the prewar amounts 
and provide adequate planes of living or 
British households without help from abroad. 
Reconstruction was a tremendous problem be¬ 
cause the war losses in resources, mainly the 
capital resource, were so large. The question 
was. Were the resources left at the end of the 
war adequate (especially under the adverse 
conditions of postwar trading with other 
countries) to sustain a minimum, auster ' ty 
level of consumption for a few years an 
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the same time provide for substantial net 
capital formation? 

The problem for Britain was especially 
difficult because so much of her national real 
income had always come from imported prod¬ 
ucts bought with British exports; but the 
economic and political conditions following 
the war were not conducive to much world 
trade, and the terms of trade ("rear’ exchange 
rates between British and foreign goods) were 
turning against Britain. Furthermore, much 
of the resources that Britain had owned in 
foreign countries before the war and had 
yielded part of her imports had been lost during 
the war. To give the above question a more 
detailed statement, we may ask. Were the 
British domestic resources, under existing 
conditions of world trade, adequate GO *o 
produce directly goods for home consumption 
and net capital formation and (£) to produce 
indirectly, through exports, further goods for 
home consumption and net capital formation, 
so that the total real income would be large 
enough for desired consumption and sub¬ 
stantial net capital formation? 

We may get a good summary picture of the 
reconstruction problem by outlining its ele¬ 
ments in terms of changes in the conditions 
affecting the Tear’ demand for and the "real" 
supply of goods from 1938 to 1946: 

A. The supply side — the ability to produce 

1. Impairment of domestically owned pro¬ 
ductive capacity through 

a. War damage to plants, shipping, etc. 

b. Using-up of capital equipment with¬ 
out replacement or repair 

c. Technological obsolescence of much 
capital equipment 

d. War loss of manpower—demobiliza¬ 
tion problems 

2. Loss of British-owned productive re¬ 
sources abroad through 

a. War damage 

b. Sale of assets to help finance war 

3. Loss of part of ability to produce with 
exports because the prices of British 
goods fell relative to the price of foreign 
goods. (A given quantity of exports 
would buy much fewer imports in post¬ 
war years than in 1938.) 


B. The wants or requirements side 

1. The unwillingness of the British, after 
many hard war years, to endure very 
low consumption levels 

2. The desire of the low-income groups to 
raise their planes of living 

3- The need for replacing and increasing 
the capital resource 

4. The large rise over 1938, in military 
needs 

a. Armaments 

b. Occupation of conquered territories 

5. Depletion of stocks of scmi-durable and 
durable consumption goods, e g., cloth¬ 
ing, furniture, and house-space 

We see from this outline how a large gap 
came to exist between wants or needs and the 
capacity to fill the needs. This was the recon¬ 
struction problem—how to close the gap. 

By means of the outline below we may 
obtain a summary preview of the measures 
that were (or could have been) employed at 
various times by the Labour government to 
solve the problem: 

A. Measures to increase supply 

1. Replacement and increase of the capital 
resource. This measure increases the out¬ 
put of consumption goods after a while, 
but temporarily it tends to curtail such 
output and widen the gap between wants 
and capacity to satisfy wants. It in¬ 
creases the demand for total output. 

2. Introduction of improved techniques of 
production 

3. Nationalization of industries with in¬ 
tent to increase output 

4. Regulation of monopolistic industries to 
increase output 

5. Improving mobility and productivity of 
labor 

6. Increasing the size of the labor force 

7. Obtaining gifts and loans from other 
countries 

8. Anti-inflation and currency-devaluation 
measures intended to increase output 
available from British resources 

9. Control of interest rate 
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D. Measures to decrease demand 

1. Restriction of consumption output 

2. Reduction of original program of capi¬ 
tal expansion 

3. Reduction of military expenditures 
abroad 

4. Anti-inflation and currency-devaluation 
measures intended to lower money in¬ 
comes relative to product prices 

In respect to the above-listed measures, it 
should be noted that GO not all were applied 
at the same time; ( [b ) those used in 1946-48 
were not successful in closing the gap between 
supply and demand; and (c) consequently there 
was resort to currency-devaluation in Septem¬ 
ber, 1949. 

As already stated, we can consider the supply 
and demand changes from 1938 to 1946, as well 
as the measures taken to affect supply and 
demand, under our usual welfare headings. 

3. Economic Resource Allocation under the 

Labour Government 

a. The Over-All Economic Problem 

Let us now give some specific economic 
content, in terms of costs and utilities, to the 
alternatives of reconstruction and reform. To 
do this we shall deal with the British economy 
as a whole (our analysis will be general rather 
than partial), and we shall for a while disre¬ 
gard most matters pertaining to extent of re¬ 
source-utilization, such as control of the total 
volume of spending (matters concerned with 
deflation and inflation). In other words, we 
shall at first set our discussion in the frame¬ 
work of economic progress, without regard to the 
conditions that have been designated "dy¬ 
namic" in this book. 

In this framework the general economic 
problem of the government was a familiar 
three-forked one. First, given the British cir¬ 
cumstances at the beginning of its tenure, the 
government had to try to promote an optimum 
allocation of economic resources between 
present consumption and net saving or net 
capital formation. Second, given these condi¬ 
tions, it must try to promote an optimum al¬ 
location of hours between leisure and income. 
Third, given the resources allocated to present 
consumption and given the resources allocated 


to net capital formation, the government had 
to try to promote an optimum allocation of 
each set of resources among the various con¬ 
sumption goods and among the various capital 
goods. 


b. Allocation between Present Consumption and 
Saving 


(1) Economic Principles. The rebuilding of 
plant and the increasing of total capital is 
a main aspect of what we have called "recon¬ 
struction." By net capital formation it was 
hoped eventually to increase the supply of 
products, especially those in the consumption 
class. But as we know, in "real” opportunity- 
cost terms whatever amount of resources was 
to be applied to reconstruction would not be 
applied to the production of present consump¬ 
tion products. The "real" cost of net capital 
formation was the quantities of consumption 
goods that had to be foregone for the present. 
So net capital formation or reconstruction ran 
afoul of the Labour Party’s intense concern 
with raising the planes of living for the masses 
of British working-class households; it ran 
head on into the "reform" objective. Con¬ 
versely, the "real" or opportunity cost of 
increasing or of not decreasing present con¬ 
sumption was the quantity of capital goods 
that had to be foregone in order to obtain 
more units of consumption products. Reform 
ran afoul of reconstruction. 

In the short run, then, the allocation be¬ 
tween consumption and saving was an eco¬ 
nomic parallel of the political allocation 
between reconstruction and reform. Or, more 
accurately, both were different ways of look¬ 
ing at the same fundamental allocation 


P The government was in the position of 
needing to weigh the relative marginal costs 
and marginal utilities, both economic and 
political, of the two basic goods. To rebuild 
quickly and effectively would have required 
tightening the consumption belt by a gooa 
many notches. A stern and secure dictatorship 
might have gotten away with « h,s ** ° 
allocation. But the Labour Party, which ap¬ 
parently was (and is) loyal to po 
democracy, might have been turned o of 
office if it had tried any drastic increase u 
capital accumulation. Conversely, any con- 
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siderablc immediate raising of consumption- 
planes might have meant so little capital 
formation that Britain could not have hoped 
to become self-supporting later on at planes of 
consumption acceptable to its households. 
Internationally the country might also have 
lapsed into a third-rate economic-political 
power. This allocation too would probably 
have lost the Labour officials their jobs. So, as 
well as they could, they struck a balance. In 
terms of our marginal principles we may per¬ 
haps depict them as trying to provide for 
themselves and for the nation which they 
governed the same economic-political return 
in consumption as in saving from the expendi¬ 
ture of a unit of economic-political resources. 
(However, their earlier calculations went 
amiss: They produced too much of both goods 
in terms of their own resources. As a result, 
there was too rapid a depletion of foreign aid, 
and the government then chose currency- 
devaluation as a way to close the gap between 
demand and the supply of goods available 
from British resources.) 

(2) Relation of Consumption and Capital Forma¬ 
tion to Foreign Trade. In the short run some re¬ 
sources are specialized for the production of 
consumption products; some are specialized 
for producing capital goods; and only a portion 


of total resources arc available for both re¬ 
sources. In the short run, therefore, the critical 
point of the allocation decision was in respect 
to the resources that could technically be used 
for cither kind of product. But this was not 
much of a limitation, actually. It would have 
been if Britain had been a closed economy. 
But the opposite was of course true; Britain is 
uncommonly dependent on foreign trade. So 
even if all her capital had been embodied in 
machines specialized in producing consumption 
products—with no short-run domestic pos¬ 
sibility of converting some of these resources 
into capital-goods production—Britain could 
presumably have obtained at least some of the 
needed new capital equipment by exporting 
a portion of her consumption products to cer¬ 
tain other countries in exchange for the latter's 
capital goods (provided of course that the 
consumption products were those that foreign 
countries would buy at prices covering British 
production costs). As stated, the U. K. is 
a prize example of how a specialist can pro¬ 
duce other products through exchange. The 
diagram in Chart 140 should be of help in vis¬ 
ualizing this situation. 

The introduction of foreign trade into our 
discussion leads us now to consider in more 
detail the relation of imports and exports to 
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Britain’s consumption-savings allocation prob¬ 
lem. (The balance-of-trade problem for Britain 
had mainly to do with resource-utilization and 
inflation from 1946 to 1950. Nevertheless we 
must consider foreign trade now in dealing 
with resource-allocation.) As we know, the 
U. K. for many decades had an unfavorable 
balance of merchandise trade; at existing rates 
of currency exchange the value of merchandise 
imports exceeded that of exports. But this 
’’unfavorable” balance was redressed by the 
export of "invisible” items like shipping serv¬ 
ices and by the receipt of interest on foreign 
investments. Britain was a mature creditor 
nation. We know also that the merchandise 
imports were mainly raw materials (like cotton 
and rubber) and food, and the merchandise 
exports were mainly manufactured products 
(like textiles, clothing, and machinery) and 
coal. To summarize in respect to all trade items, 
Britain paid for part of her imports of food 
and raw materials by exporting coal, manu¬ 
factured products, shipping services, and other 
invisibles. The rest of her imports represented 
earnings on investments in other countries. 

The war upset this nice, profitable balance. 
(It is true that the balance was not so nice” 
or ’’profitable" in the years just before the war. 
In 1938, for example, there was a deficit on 
current account. But it was the war that 
made the position grim.) The war did not 
diminish Britain's need for food and other 
imports. But, because it took a heavy toll in 
shipping and in the capital goods needed to 
produce manufactured products, it destroyed 
a considerable proportion of Britain’s ability 
to pay for imports. It also destroyed a large 
part of many countries' abilities to pay for 
British exports with goods or services needed 
for import into Britain. Moreover, the prices 
to Britain of many imports (e g., wheat and 
cotton from the United States) had risen high 
compared with the prices obtainable by Britain 
for her exports; during and after the war there 
was a shift in the terms of trade against the 
U. K. These things resulted in turning Britain 
from its previous great creditor position to 
that of an international debtor. During the 
war (by the end of 1945) about £l billion out 
of £4.3 billions of long-term British loans to 
foreign countries had to be liquidated (sold). 
During the same period Britain's short-term 


indebtedness to other countries rose to almost 
£4 billions. Because of this the net current 
interest and dividends would be unfavorable 
to Britain unless the interest rates on her loans 
were enough higher than the rates on her 
borrowings (which, fortunately for her, they 
were). Finally, the post-war international 
political situation in relation to the Soviet 
Union made it doubtful that substantial spend¬ 
ing on war-capital formation could be dis¬ 
pensed with; minimum occupation forces had 
to be maintained in Germany and elsewhere, 
and defensive armament could not be aban¬ 
doned . 

If you had been a top policy official in the 
U. K. in 1946-47, what would you have done, 
in the light of all these circumstances, to pro¬ 
vide for net "peace time" capital formation? 
Would you have tried to reduce food consump¬ 
tion at home in order to reduce import values 
and the amount of the unfavorable merchandise 
trade balance? Would you have tried to grow 
more food at home? You couldn't have re¬ 
duced raw materials imports without injuring 
the chance to export products manufactured 
from the materials. Would you have tried to 
re-organize the inefficient coal-mining industry 
so as to increase coal production and exports? 
Would you have tried to produce capital goods 
net for home use or to buy them from other 
countries with exports of textiles, etc.? It 
takes time to build machines, ships, etc. 

But where could you have bought these 
things except in a very few countries like 
America and Sweden, the other nations having 
been prostrated by the war? If you wanted to 
buy from America, where would you get the 
dollars with which to pay? America has not 
seemed to want much of your export, witness 
the high tariff wall with which she has been 
protecting herself; but unless she buys from 
you, you obtain no dollars for purchases from 
her. Would you have sold many of the securi¬ 
ties you owned in foreign firms in order to 
obtain money to buy the needed imports of 
food, raw materials, and capital goods; tha 
is, would you have liquidated more of your 
foreign investments (at the same time depriv¬ 
ing vourself of future interest payments)? Ur 
would you have concluded the following. Ve 
are not able, for the next two years or so, 
pay with our exports or foreign investments 
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for all the imports needed to insure our re¬ 
construction and our continuance in domestic 
political power. Having been elected on a 
platform embodying reform as well as recon¬ 
struction, we cannot ask our households to go 
below war-time consumption levels. They 
have '‘taken" too much since 1939. There is 
nothing to do except to ask the Dominions and 
our war-time ally, the United States, to tide 
us over these first rough years with gifts or 
loans. Once we get reconstructed, we can pay 
back the aid and proceed under our own power. 

Before you attempt to answer these questions 
and before we review the answers made by 
the British policy-makers, let us examine some 
summary balance-of-payment figures relating 
to Britain’s current international account 
(Table 92). The current net deficit for the last 
prewar peace-time year 1938 was only £70 
million; that is, the invisible values fell short 
of making up for the unfavorable merchandise 
balance by only that amount. (In the account 
as a whole this debit was made up partly by 
gold out-shipment.) In 1946, before reconstruc¬ 
tion got very far under way, the merchandise 
unbalance was £100 millions lower than in 
1938. But the government military overseas 
outlay was so much higher and the income 
from the invisibles was so much lower than in 
1938 that the net current deficit rose to £370 
millions. In 1947, with the physical volume 
and especially the prices of imports rising— 
and with import prices rising more than the 
prices of exports—the merchandise unbalance 
increased far above that of 1946 and consider¬ 
ably above that of 1938. The total invisibles 
net debit rose also, in spite of some reduction 
in military outlay overseas and some gain in 
shipping receipts. The reason was a continued 
fall in interest payments from foreign invest¬ 
ment (as this investment received further 
liquidation) plus an unfavorable turn in the 
“others" item. Roughly speaking, the current- 
account deficit rose by almost £600 million 
from the year 1938 to 1947. The British esti¬ 
mated that £300 millions of this increase was 
due to the previously mentioned worsening 
of the terms of trade against Britain; £200 
millions were accounted for by the increase in 
overseas expenditure; and the remainder of 
the increase in the deficit came from the previ¬ 
ously mentioned liquidation of a portion of 


British investment overseas, with a resulting 
decline in interest income. 1 

Returning now to the questions previously 
posed, let us list the answers made by the 
Labour government: It was decided to exert 
as much effort towards self-help as possible 
but also to ask for temporary financial aid 
from abroad. The government realized that 
the self-help measures would be insufficient to 
restore Britain’s international position during 
the first postwar years; gifts or loans from 
friendly countries would be necessary. In re¬ 
spect to self-help, the following measures were 
undertaken: (1) Food imports were restricted 
by 00 putting consumption on an "austerity" 
basis and (£) encouraging the development of 
British agriculture in order to increase the 
domestic production of food. The "austerity'' 
program meant a continuance of wartime 
rationing, price control, and subsidies for all 
but luxury goods. The promotion of domestic 
food production meant the use of domestic 
resources in a field in which Britain had always 
been considered to have a comparative inter¬ 
national disadvantage. It has been roundly 
criticized by some economists as a misalloca- 
tion of resources. Whether this criticism is 
justified depends on whether it would cost 
Britain more (per unit of food) to use its re¬ 
sources in manufacturing exports to be ex¬ 
changed for foreign food than to reemploy 
them directly in producing the food at home. 
There are no adequate data yet available for 
making this comparison. 

(2) An effort was made to develop sources 
of raw-materials supply from countries other 
than the United States and Canada in order to 
conserve Britains' reserves of dollars for the 
purchase of machines, etc., not obtainable 
elsewhere. (The sterling countries—mainly 
Britain, India, Australia, and New Zealand— 
have for some time been organized in a “ster¬ 
ling bloc," under which Britain holds the 
dollar balances of these countries. All these 
countries find it hard to sell in the United 
States and find it difficult, therefore, to obtain 
the dollars needed to buy American products.) 
(3) An increase of 50 percent over prewar ex¬ 
ports was made a short-run "target." To ac¬ 
complish this goal the coal industry was 
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nationalized in order to make it more efficient 
in total output and unit costs (with results 
that have thus far not been especially impres¬ 
sive) and in order to sell more coal to other 
European countries. Sales campaigns in behalf 
of British export products were also under¬ 
taken in the "dollar countries." (4) It was 
decided—for various reasons, among which 
the financial one was strong—to "get out” of 
India and Palestine, thus cutting overseas 
military outlays. 

As to obtaining temporary financial help 
from abroad, the British government received 
sizeable gifts from Australia and New Zea¬ 
land, two countries tied to the mother country 
not only by patriotic sentiment but also by the 
belief that their own long-run prosperity de¬ 
pended on selling to and buying from a prosper¬ 
ous Britain. The government was also able to 
obtain loans from Canada and from the United 
States. The credit, amounting to more than 
£1 billion and granted by the Congress at a 
very low interest rate in raid-1946, was es¬ 
pecially important for the reconstruction of 
capital equipment. Unfortunately, the inflation 
into which the United States was plunged 
following the abandonment of the wartime 
wage-rate and price controls made the Teal" 
amount of the loan much less than had been 
expected, and Britain's new dollars were 
rapidly dissipated. The credits intended to 
last for five years seemed certain to be used 
up in two or three. It became evident by 1948 
that additional American help would have to 
be extended if the British were to avoid con¬ 
sumption levels close to bare subsistence. This 
time it was a gift of some £300 million as part 
of the (Marshall) European Recovery Program 
(ERP). These gifts and loans operated to keep 
Britain's head above water in 1946-47. 

We can visualize the results of the govern¬ 
ment's answers to our questions in a diagram 
such as that shown in Chart 140. With her 
own resources Britain produced (1) goods for 
home final consumption directly and by ex¬ 
porting her specialties in return for imports; 
and (2) capital goods (net) directly and by 
exchanging exports for imports. The total of 
both outputs provided the total net want- 
satisfaction from the utilization of her own 
resources. The gifts and loans from other 
countries, however, added to this amount o 


want-satisfaction by making it possible for 
Britain to buy more consumption products 
and capital goods. 

We must understand clearly the economic 
essence of the decision in 1946 to borrow from 
the U. S. and Canada and of the decisions on 
how to use the loan funds. (We assume here 
that the British had no belief or hope that 
these loans would also end as gifts.) It was 
fundamentally a choice between consumption 
and saving; it was an allocation of total avail¬ 
able resources over time. Britain could have 
achieved the same capital formation by not 
borrowing and by cutting consumption to 
a "super-austerity" level. Such a course was 
apparently judged politically hazardous (for 
reasons already listed). It seems also to have 
been judged economically dangerous, because 
an undernourished, resentful citizenry might 
well have caused such a loss in productivity 
that the restriction in consumption would not 
have resulted in much net capital formation. 
Consequently the government chose to save 
(restrict consumption relatively) in the future 
rather than in the present. By borrowing or 
dissaving now it expected to be in a much 
better position later to make the necessary 
saving for repayment. 

The decision may also be likened to a 
firm's decision to borrow funds so as to net- 
invest. A firm may only do so, we know, if 
it expects the net yield from the investment 
to be at least as big as the interest-plus-amorti¬ 
zation necessary to pay for the loan. The British 
leaders, we infer here, decided that the net 
yield in the future from its present borrowing 
would be larger than the cost of the borrowing. 

It should also be clearly understood that if 
Britain used the borrowed funds to buy im¬ 
ports of consumption products, this use docs 
not necessarily mean, as some have concluded, 
that the funds went merely to raise the British 
level of consumption. On the contrary, this 
employment of the loan may have released for 
capital-goods production domestic British 
resources that otherwise must have been a - 

located to consumption-goods output. 

How then shall we appraise the govero- 
o the questions we posed sev- 
Were they wise and rational? 
1947, which (including the 
r storms that year) led to the 


ment's answers t 
eral pages back? 
The events of 
paralyzing wince 
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TABLE 

92 


Great Britain's Current International Account 
(in £ millions) 


Item 

1938 

1946 

1947 

Credits 


Net 

Credits 

Debits 

Net 

Credits 

Debits 

Net 

Merchandise 

533 

835 

-302 

890 

1.092 

-202 

1,102 

1,540 

-430 

Invisibles, total 

405 

173 

232 

399 

567 

- 168 

IWEL 1 

567 

- 192 

Shipping 

100 

80 

+20 

160 

139 

+ 21 

\m3rn 

171 

+ 30 

Interest and dividends 

205 

30 

+ 175 

155 

80 

+75 

152 

102 

+ 50 

Government expenditures 










overseas 

— 

16 

- 16 

— 

291 

-291 

— 

207 

-207 

Other invisibles 

100 

47 

+ 53 

84 

57 

+ 27 

22 

87 

-65 

Total—all current items 

938 

1.008 

-70 

1.289 

1,659 

-370 

1,477 

2,107 

-630 


Source: The Economist, Scpl. 25. 1948, p. 505. 


unfavorable current balance shown in Table 
92, caused many critics at home and abroad to 
question the wisdom of some of the govern¬ 
ment's choices and administration thereof. 
It was charged that (1) the government had 
mismanaged and slowed down the demobiliza¬ 
tion of the armed forces, thus failing to make 
as much labor available as possible; (2) the 
government’s planning machinery was exces¬ 
sively slow, cumbersome, and generally inef¬ 
fective; (3) the coal problem had been mis¬ 
managed; (4) the program to enlarge domestic 
agricultural output was a questionable alloca¬ 
tion of scarce resources; (5) the exports-promo- 
tion program had been badly bungled; (6) 
there were not enough exports after sales pro¬ 
motion because of other mis-allocations of re¬ 
sources: (*) building houses instead of ma¬ 
chines, (£) producing at home certain other 
consumption products, like radios, which 
could have been dispensed with for some time, 
rather than producing machines, and (c) pro¬ 
ducing at home certain machines which, be¬ 
cause their building takes time, could have 
been better ' produced" by buying them ready¬ 
made in other countries with the export of 
quickly manufactured products. There was no 
disagreement about the desirability of obtain¬ 
ing temporary gifts and loans from abroad. 

The above criticisms fall into two classes: 
(1) those pertaining to governmental mis¬ 
management of programs (whether or not 
these programs were thought to be based on 
proper decisions); and ( 2 ) those questioning 
the wisdom of the decisions themselves. We 
may for the moment disregard the first kind of 


criticism. As for the second, it may be said at 
once that the points raised were controversial. 
They could not be settled to our satisfaction 
without a great deal of accurate statistical 
evidence. And in every case one must remember 
that the relative costs and utilities that were 
weighed by the government included those 
germane to internal and international politics. 
Nevertheless, one may judge that there was 
some validity to the allocation criticisms be¬ 
cause of the shift in government policy there¬ 
after. In 1948 many of the long-range projects 
of capital formation from domestic resources 
were shelved in favor of the shorter-run objec¬ 
tives of producing export products with these 
resources in order to («*) better the-balance-of- 
payments position and (A) obtain capital and 
consumption goods from abroad. 

In broad summary, then, we sec that the 
main features of the government's allocation 
of total available resources between consump¬ 
tion and saving were as follows: (1) Britain 
did not allocate merely its own resources be¬ 
tween consumption and net investment. There 
was a decision to dissave or borrow in the 
present in order to facilitate net capital forma¬ 
tion and economic-political reconstruction. 
This decision meant more consumption in the 
present, with more saving in the future (to 
repay the loan), at a time when saving would 
be less difficult. (2) There was nevertheless 
some domestic saving and net investment. 
Present consumption was curbed to a con¬ 
siderable extent through government controls 
over imports and through the government's 
failure to prevent considerable inflation. The 
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borrowing from abroad made for less domestic 
saving (less sacrifice of present consumption) 
than would otherwise have been necessary, 
but it did not obviate the necessity for some 
saving at home. (3) Capital formation in the 
present took place not only through spending 
the borrowed funds for capital goods made in 
other countries but also through exchanging 
manufactured export products for such capital 
goods. 

(3) The Measures for Influencing Capital Forma¬ 
tion. (a) The Quantity of Capital. Now let us 
consider briefly the actual measures whereby 
the Labour government was able to affect the 
amount of net investment or capital formation 
from 1945 to 1949. We are interested here in 
the control of net investment as a whole rather 
than in its allocation among particular uses, 
which will be dealt with in a later subsection. 
We are also concerned here only with the 
general nature of the control measures rather 
than with the application of economic princi¬ 
ples as such or with the specific administrative 
machinery of control, both of which topics 
will be discussed later. 

The measures may be classified into two 
groups: («*) those for influencing private in¬ 
vestment; and (£) those concerned with gov¬ 
ernment capital formation. With the former 
the government was able to do the following 
things: (1) Under the Bank of England Act 
of 1946 the central bank was nationalized 
(brought under government ownership). Its 
controls and influences over the private bank¬ 
ing system were thereby brought under direct 
government authority. The government was 
more able than ever before to change the inter¬ 
est rates on new long-term and short-term 
private securities in accordance with its inter¬ 
pretation of the economy 's needs. To the extent 
that the level of interest rate in relation to the 
expected (discounted) net MRP of capital was 
a determinant of new investment, the govern¬ 
ment was able, by lowering the rate, to pro¬ 
mote increased requests for loans by firms 
for investment purposes and to encourage the 
creation of demand deposits by banks to fill 
the demand. (2) Under the Borrowing (Con¬ 
trol and Guarantees) Act of 1946 and through 
a government-private Capital Issues Com¬ 
mittee, the government was able to control 
the volume of new securities issued by firms 
for net-investment purposes. (3) Under the 


Supplies and Services (Transitional Powers) 
Act of 1945, which extended the government's 
war-emergency authority for a period of five 
years, and under the Exchange Control Act 
of 1947 the government was able to control 
the quantities and kinds of products imported 
and exported. This control was exercised 
through (a) requiring a government license for 
any private firm to import products, (£) re¬ 
quiring in many cases that the imported ma¬ 
terials and capital goods be sold to other firms 
only under government allocations and price 
controls; (c) inducing importers to buy ma¬ 
terials from "soft-currency" (non-dollar) coun¬ 
tries so as not to deplete Britain's dollar 
credits and reserves; («/) government purchase 
of imports in bulk directly through "state 
trading" with foreign governments or foreign 
firms; (r) issue of such imported products to 
particular firms or industries only in accord¬ 
ance with government-determined needs; and 
(/) requiring exports to be made to "hard- 
currency" countries (mainly "dollar" coun¬ 
tries like the United States and Canada) so 
that foreign-exchange balance could be built 
up for the purchase of needed capital products. 
(4) An upper limit on the amount of private 
construction was made effective through the 
government's allocation-control over building 
materials and through the requirement that 
no private building was to be attempted 
without a permit from the government. 

From 1946 to 1949 the Labour Government 
operated an "easy money” (low interest rate) 
policy in order to stimulate net capital forma¬ 
tion through private investment. This pro¬ 
gram seems to have been successful. But, in 
view of the government's unwillingness to 
restrict consumption more, the casy-money 
policy came to be severely criticized by many 
British economists; it was considered to have 
been a main reason for Britain's failure to live 
closer to her means and for the dissipation of 
dollar balances which led to the decision to 
devalue the pound in 1949- 

Capital formation by the government itself 
during this period took place mainly through 
public housing projects and trough operation 
of the industries nationalized after W). 
financed by the sale of government securities. 

The controls over private investment seem 

to have been fairly effective in both real ana 

financial terms. There is some evidence of 
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loose, ineffectual, uncoordinated administra¬ 
tion. At least some of these controls appear 
rather formidable from the standpoint of 
restricting private enterprise. But what might 
well have been very restrictive for another 
country was much less so for the U. K., be¬ 
cause the administration of the controls was 
performed democratically, through a process 
of bargaining between government and in¬ 
dustry, which usually resulted in a rather high 
degree of voluntary cooperation among all 
concerned. The sanctions provided by law 
were rarely used by government. 

(b) The Quality and the Efficiency of Using 
Capital . Not only was the government con¬ 
cerned with increasing the quantity of capital. 
It also recognized the necessity for improving 
(1) the efficiency with which existing capital 
was used; and (2) the forms in which new 
money capital were embodied. One use to 
which the Labour government was careful to 
allocate some of its financial and labor re¬ 
sources was the investigation into and the 
application of methods of increasing produc¬ 
tive efficiency. There was government-spon¬ 
sored research into improved technical proc¬ 
esses. There were exhortations in behalf of 
harder work and less labor absenteeism. Man¬ 
agement and labor representatives in various 
industries were organized in "working parties" 
to study (sometimes in America) and to make 
recommendations on superior techniques of 
production and systems of organization. 

(4) Measures for Controlling Total Consumption. 
As already indicated, "real" domestic con¬ 
sumption was curbed by a system of import 
control, by taxation to some extent, and 
eventually by inflation. We shall defer dis¬ 
cussion of these matters until later in the 
chapter. 

C. The Allocation of Hours between Leisure ami 
Income 

In our discussion of households’ preferences 
between leisure and income we noted the reduc¬ 
tion in the length of the work-week, the intro¬ 
duction of paid holidays and vacations, and 
the raising of the school-leaving age. We also 
noted that these measures tended to reduce the 
amount of the labor resource. Presumably the 
Labour government tried to act in accordance 
with the wishes of its constituents when it 
made these reforms. That is, it interpreted the 


majority vote as preferring the additional 
leisure to the additional amount of goods- 
income that had to be given up when the 
leisure was chosen. Given the amount of 
economic understanding in Great Britain, we 
cannot conclude that the government was 
ignorant of the fact that leisure and real in¬ 
come are alternatives. We must therefore con¬ 
clude that the government believed that the 
above measures were a proper part of the 
effort to maximize over-all want-satisfaction. 
Moreover, the government hoped to make up 
the loss in real income by other measures. 

However, in view of the fact that more real 
income is an alternative to more leisure, there 
is no gainsaying the fact that Britain's capital- 
formation and balance-of-paymcnt problems 
were made harder by the above decisions. 

There is a further aspect of leisure that has 
an important bearing on the reconstruction 
program: absenteeism during the work-week. 
There was a significant rise in absenteeism 
after the war, particularly in certain basic 
industries like coal-mining. We might interpret 
this fact as a failure of the government to give 
as much leisure as the households’ indifference 
maps called for. Or it might be (1) the man¬ 
ifestation of war-weariness, a temporary reaction 
to all that the British workers suffered since 
1940; (2) a result, in part, of increased job 
security, i.e., the result of loss of incentive to 
stay on the job; (3) the result of high taxes 
and low consumption levels, which lowered 
the real wage rate and reduced the quantities 
of labor-hours offered by the households having 
positive labor-supply curves; or (4) a reaction 
by some to the government requirement that 
they stay put in non-modernized industries 
having poor working conditions. In any case 
absenteeism greatly lowered productivity at 
a time when increased output was sorely 
needed. 

In 1947 and 1948 the government undertook 
a campaign to increase voluntary work- 
attendance. The efforts were of some avail but 
not strikingly successful. 

d. The Allocation of Resources among Different 
Kinds of Consumption Goods and Capital Goods 

(1) The Problem. Now let us consider how 
the resources allocated to consumption goods 
as a whole were apportioned during these years 
among the various kinds of consumption goods 
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and how the resources allocated to capital 
formation as a whole were apportioned among 
the various kinds of capital goods. We have 
seen that the Labour government desired to 
have a considerable amount of net capital 
formation and yet, in its interpretation of 
households' preferences, was unwilling to re¬ 
duce the amount of consumption goods below 
a particular level of "austerity." As a result, 
the total desired output of consumption plus 
capital goods was greater than that available 
from Britain's own resources. We saw also 
that this gap was temporarily closed by gifts 
and loans from friendly countries, some of the 
resources of these other countries were in effect 
temporarily added to Britain's in the hope that 
Britain’s own resources would thereby become 
sufficiently enlarged to make it possible for 
her to meet both her consumption and her 
net-investment needs, i.e., to become self- 
supporting. Our question now is, on the basis 
of what principles should these total resources, 
domestic and foreign, be allocated among 
various kinds of consumption and capital 
goods? 

In view of Britain's great dependence on 
foreign trade wc may re-phrase the above 
question as follows: First, among the re¬ 
sources allocated to the production of con¬ 
sumption goods, what principles should the 
government use in deciding the amounts of 
resources to be directly used for home output 
of such goods and the amounts to be "in¬ 
directly" used, i.e., devoted to export prod¬ 
ucts for which foreign consumption products 
would be imported? Second, among the re¬ 
sources apportioned to capital formation, what 
principles should be used to determine the 
amounts to be used directly for home output 
of capital goods and the amounts to be used 
indirectly on export products for which foreign- 
made capital goods would be imported* Third, 
given these two bipartite allocations, on what 
principles should the resources within each 
allocation be further apportioned among the 
particular products involved; for example, 
among the resources allocated to the domestic 
production of consumption products for home 
use, how much should go to each such product? 

(2) Solutions, (a) The Basic Principles and 
Procedures. These problems, with their various 
facets, are by now as familiar to us as the other 


problems already discussed in this section of 
the chapter. So also are the basic principles of 
the solution. In terms of Frontierland the 
benevolent "father" of the British "house¬ 
hold"—the Labour government—had the job 
of equating at the margin the costs and utilities 
of producing the various products. If the re¬ 
sources were to be allocated in the best way, 
the allocation would have to be such that the 
removal of a unit of resources from the output 
of any product to the output of any other prod¬ 
uct would have resulted in a diminution in 
national want-satisfaction. Total utility would 
be maximized when the expenditure of one 
marginal unit of resources brought the same 
utility from each product. 

In terms of an authoritarian economy like 
middle-stage Dictatia, where there were mil¬ 
lions of households and plants, resources re¬ 
ceived an optimum utility-maximizing alloca¬ 
tion when the government (1) set a trial price 
for each consumption and capital product, 
probably by taking recent actual prices; (2) 
required plant managers to make output esti¬ 
mates on the basis of these prices by following 
The Rule; (3) obtained a figure of total money 
income from production by multiplying each 
product price by its estimated output; (4) 
determined the quantity of each product that 
the government would "buy" in behalf of the 
households at the trial prices, using its own 
preferences among the products; (5) noted the 
gaps between its demand-quantities and the 
quantities supplied, i.e., noted the excess de¬ 
mands and the excess supplies for the different 
products; and (6) finally removed these excesses 
by successively setting new higher or lower 
trial prices for the products, thus achieving a 
set of relative prices at which the quantity 
demanded just equaled the quantity supplied 
and thereby attaining a maximizing alloca¬ 
tion of total resources. In this economy also, 
overall, the generalization pertaining to hron- 

tierland applied. _ . .. 

(b) Were These Principles and Procedures Ap¬ 
plied in Britain? The Labour government from 
1945 to 1949 may be said to have faced a 
situation in some ways like that o; m.ddlc; 
stage Dictatia. It believed it could not, under 
the conditions of very small stocks of P roJ “ c ‘ s 
and a foreign-trade crisis, allow full consumer 
sovereignty to the households. That is, 
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decided, after the years of war hardship en¬ 
dured by the households, not to rely on their 
voluntary abstentions from the purchase of 
present consumption products in favor of 
capital products and export products. To some 
extent the government, in order to do what 
it felt was in the households’ longer-run in¬ 
terests, decided to use its own preferences 
instead of the households’. Moreover, since 
the firms would have produced products in 
anticipation of high profits from large pent-up 
domestic demands for consumption products, 
the firms could not have been expected to allo¬ 
cate resources in accordance with the govern¬ 
ment’s estimate of the nation’s current needs. 
So the government exerted some control over 
the inputs and outputs of British firms. In short, 
the government felt bound to be considerably 
involved in what has come to be known as 
economic pi tinning. 

But the government was not a dictatorship. 
It seemed to believe strongly in political de¬ 
mocracy, and it acted in behalf of households 
with similar beliefs. It was faced with a press¬ 
ing emergency, requiring immediate decisions. 
Consequently it could not operate like The 
Boss in middle-stage Dictatia. Perhaps it had 
the competence but not the time nor the will 
to proceed along the lines reviewed in the 
above outline. It was compelled to improvise 
programs on the basis of incomplete informa¬ 
tion and to rely on the voluntary cooperation 
of households and firms. It did possess some 
controls and sanctions, but the former were 
used democratically and the latter sparingly. 

Let us try to grasp the main details about 
the methods and the agencies employed during 
these years in Britain's economic planning for 
resource-allocation. Improvisation, experimen¬ 
tation, and experience led to changes in agencies 
—the abolition of some and the creation of new 
ones. As of 1948 the function of general eco¬ 
nomic policy-making was centralized in the 
office of the Chancellor of the Exchequer. So 
also was the task of coordinating the economic 
plans and decisions within the jurisdictions of 
various cabinet offices and ministries such as 
the Ministry of Supply, the Ministry of 
(Public) Works, the Ministry of Labour. Ex¬ 
ecutive decision, then, came from the cabinet 
ministers as directed in general policy terras 
by Sir Stafford Cripps, Chancellor of the 


Exchequer. They also came, for the particular 
nationalized industries, from the heads of the 
agencies which operated the industries (c.g., 
the National Coal Board, the Transport 
Executive, and the Electricity Board). To 
advise the Chancellor and the Ministers, a 
Central Economic Planning Staff was created 
in 1947, composed of economists and statis¬ 
ticians. It drafted annually an Economic Survey 
which was a record of the preceding year’s 
economic events and a statement of next year’s 
economic policies. The advice of "practical” 
men (industrialists and trade unionists) was 
also needed; so an Economic Planning Board was 
created to examine and comment on the 
analyses and proposals of the Planning Staff, 
to make original suggestions, and to help in 
liaison with firms and unions. This Board, 
however, appears to have been concerned 
mainly with long-range objectives and related 
general policies. For more current contacts on 
short-term matters a Nurion.il Production Ad¬ 
visory Council for Industry was established. This 
general council was importantly supplemented 
by special groups, composed of industrialists, 
unionists, government officials, and so-called 
working parties, which studied and made special 
reports and recommendations on the problems 
of particular industries. 

Through the work of all these agencies and 
the information they made available, "targets” 
for the domestic production of consumption 
and capital products, for exports and for 
imports of consumption and capital products 
were set up each year within the limits of 
estimated available resources. These were the 
objectives. For any particular industry they 
were first set by discussion and economic- 
political bargaining among government offi¬ 
cials of a particular ministry, industry, and 
labor for the private sectors of production. 
Then for the economy as a unit there had to 
be further bargaining, mostly among govern¬ 
ment officials representing the several ministries 
involved, around the coordination conference 
table, so that no one industry would get an 
"unbalanced" share of resources and so that 
the total of resources allocated to the various 
industries would not exceed the amount 
available. The whole process appears to have 
been economically and politically a democratic 
one in the main. 
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So much for the targets. What methods were 
used to fulfill the objectives? How were the 
desired outputs for domestic use and export 
actually obtained? How were the resources— 
capital and labor—actually given to the plants 
needing them for the desired outputs? In respect 
to the output of any industry—and thus in re¬ 
spect to the composition of all output—no 
direct orders were sent by the government to 
the firms. Again the output arrangements were 
rough ones reached by consultation or bargain¬ 
ing between government and industry repre¬ 
sentatives. In the background, of course, ready 
to be used and frequently actually used, were 
( 1 ) the government’s control over the quanti¬ 
ties and prices of vital raw materials through 
its import licensing, its direct bulk purchases, 
its ability to release or withhold allocations 
of the imported materials, authority over al¬ 
locations and prices of domestic materials 
like steel and fuel; (2) the government’s control 
over exports through licensing; (3) the govern¬ 
ment’s control over new construction through 
building-permits; and (4) the government’s 
control over the sale of new securities by 
private firms—in short, all the measures pre¬ 
viously listed as governing the total amount of 
net capital formation. With such measures in 
the background, it might be thought that the 
bargaining was one-sided. But this seems not 
to have been generally true, for, with the main¬ 
tenance of democracy, industry and unions 
always had their voting strength behind them. 

The allocation of the labor resource was a 
special problem. During prewar years there 
was considerable immobility of labor between 
certain areas and industries; workers in declin¬ 
ing industries like coal-mining and textiles in 
northern England failed to move into the grow¬ 
ing industries like electrical equipment, chemi¬ 
cals, and motor cars in southern England. 
Aside from persuasion the only measure 
available to government in those years was 
the withholding of unemployment benefits to 
workers who refused to take the new' jobs 
offered by the employment exchanges. During 
the war, however, there were strict manpower 
controls; workers were in effect drafted into 
"essential” industries if they refused to go 
voluntarily. After the war these controls were 
used only to a limited extent; and in February, 
1947, they were abandoned completely except 


for building and civil-engineering workers. 
The prewar conditions came back, with em¬ 
phasis on voluntary recruitment, resettlement, 
and re-training under the Ministry of Labour. 
But, in the economic emergency then faced by 
the country, voluntarism failed to work. The 
government’s price-control and consumption- 
goods-rationing program did not include many 
so-called ’luxury” goods like radios. House¬ 
holds' excess funds, dammed up by wartime 
controls and scarcities of goods and augmented 
by the government’s postwar monetary poli¬ 
cies, lifted the prices of such goods, produced 
abnormal profits in those industries, and en¬ 
abled those firms to bid labor away from the 
“essential” industries making "utility” or 
necessity products. Consequently, after such 
consultation with union leaders, the govern¬ 
ment issued a Control of Engagement Order in 
October, 1947, under which, with certain ex¬ 
ceptions, all men and women between the ages 
of 18 and 50 and 18 and 40, respectively, who 
were not gainfully employed or who had jobs 
in unessential industries, had to register at the 
employment exchanges and were subject to 
"direction” into essential employment. The 
order was sufficient, apparently, to achieve 
"voluntary” movement without much actual 


enforcement. 

Agricultural output also received special 
treatment. Under the Agriculture Act of 1947 
the government fixed each year the prices and 
production quotas of domestic farm products 
in advance; provided technical assistance to 
farmers; required all food and livestock except 
green vegetables and fish to be sold either to 
the Ministry of Food or to licensed buyers; and 
allocated supplies to farms. A 20 percent in¬ 
crease in agricultural output within live years 
was set as the production target. 

In the nationalized industries like coal, out¬ 
put quotas and resources were of course set 

directly by the government. 

Let us, finally, consider some of criticisms 
that were directed at the Labour government s 
planning for and administration of resource- 
allocation. These criticisms all bore on the 
actual, specific planning polices and pro¬ 
cedures; that is, necessity for controls was not 
debated, and the criticisms dealt only w 
whether the methods were rational and effee 
tivc. First, some critics believed that the 
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attempt to reduce imports by raising domestic 
agricultural output involved an uneconomic 
use of resources. They argued that the additional 
resources apportioned to agriculture could have 
been allocated more profitably to export in¬ 
dustries and that this allocation, through 
return imports, would have provided a bigger 
increase in food. In answer, the government 
spokesmen claimed that, although in normal 
years this criticism would have force, the great 
increase in the prices of many foreign foods 
after 1939 made the export-import method the 
more expensive one. There are not enough data 
for one to judge the merits of this controversy. 

Second, the government's methods of making 
"rear’ allocations directly through bargain¬ 
ing with private industry, although demo¬ 
cratic, were alleged to have caused an unneeded 
increase in government employment; there was 
an unnecessarily large allocation of manpower 
into government. It would have been better, 
was argued, to effect allocations indirectly by 
taxation and other measures, equally demo¬ 
cratic. For example, the imposition of higher 
sales or excise taxes on non-necessity goods 
would have reduced the home consumption of 
such goods, leaving more of them available 
for export or more of the resources available 
for the production of other export goods. The 
government's reply was that indirect measures 
would have far less certain effects than direct 
measures and might interfere with other seg¬ 
ments of the planning program, direct controls 
would be much tighter. 

Third, the government failed to curb total 
spending sufficiently, so that a strong infla¬ 
tionary tendency existed (sec below for fuller 
treatment). This fact, plus the fact that the 
government did not ration, subsidize, or other¬ 
wise control the prices of luxury goods except 
by taxes, led to the before-mentioned high 
prices and profits for the luxury goods, which 
in turn led to disproportionate increases in 
employment (i.c., disproportionate allocations 
of labor and other resources) in the firms 
making such goods. Inother words, in Britain— 
as we saw for Atoraisia—the uneven incidence 
of inflation or deflation apparently distorted 
resource-allocation from the optimum position. 
The government replied that its direct controls 
over labor and raw materials in some measure 
prevented the tendency to such distortion from 


becoming an actuality. Furthermore, absence 
of control over luxury-product prices was 
said to help drain off ■'excess'' purchasing 
power. 

Fourth, it was claimed that there was much 
too little coordination among the plans made 
by the various ministries and boards for the 
various industries. The total quantity of re¬ 
sources allocated tended to exceed the quantity 
available. 

Fifth, there was apparently too little effort 
to apply the marginal balancing principles, 
both for nationalized and private industries. 
In neither class of industry were there any 
government requirements to equate product 
price with marginal cost. The nationalized 
industries, pricing policies were like those of 
any private monopoly. Prices were in general 
rigid rather than flexible. As a result, even 
without an inflationary potential, resources 
would probably have been mis-allocatcd. 

In defense of the government, it may be said 
that it would be difficult for government to 
enforce (even if it wished to, which is doubt¬ 
ful) the use of marginal cost accounting by 
private industry in a framework of such 
thoroughgoing political democracy as is found 
in Britain. It could of course have been estab¬ 
lished in nationalized industries. Furthermore, 
even in the absence of the precision that might 
be possible with adequate statistics and ac¬ 
counts, there can be little doubt that the 
government's planners did grope toward a 
realization of the cqui-marginal principle. 
Take, for example, a much publicized state¬ 
ment by Herbert Morrison, Lord President of 
the Council, made at a time when he was the 
Labour government's head planner. In a list 
of five stages of planning, Mr. Morrison gave 
as number three, "actually devising alternative 
plans and seeing what they each offer and what 
they each cost in terms of resources and disad¬ 
vantages." These words say nothing if they do 
not say that the government tried to consider 
the relative utilities and costs of alternative 
plans of allocating resources. By implication 
also comes the conclusion that the government 
tried to choose the one plan which came closest 
to balancing costs and utilities. The many dis¬ 
cussions about programs in these years indicate- 
that administrators as well as economists 
(sometimes the administrators were economists) 
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knew and to some extent tried to apply the 
basic principles governing optimum allocation. 
But given the shortness of time, the British 
political setting, and the necessity for im¬ 
mediate improvisation, there were doubtless a 
great many slips between the actual allocations 
and the lip-service to the principles. 

It must be noted that the pre-election pro¬ 
gram of the Labour Party included government 
supervision of monopolies and cartels. In 1948 
a Monopolies and Restrictive Practices Act 
was passed as a first step in effectuating the 
objective of eliminating anti-social collusive 
and monopolistic tactics by British firms. This 
statue provided for (a) the study of such prac¬ 
tices by a Commission under the direction of 
the Board of Trade; and (b) the making of 
recommendations to the appropriate govern¬ 
ment department or to Parliament for further 
action. To the extent that the Labour gov¬ 
ernment actually succeeds in prohibiting 
monopolistic practices, it will have taken a 
considerable step in the direction of optimum 
resource-allocation. 

4. The Distribution of Incomes 

Let us consider now the second main 
topic in our "stationary-progressive'' study of 
post-war Britain. We may deal with the dis¬ 
tribution of the national income under two 
main heads; (a) the long-range program of 
government; and (b) the measures that were 
purely short-run. 

a. The Long-Range Program 

By “long-range" we mean a program which 
was calculated to last far beyond any political 
or economic emergency and which in fact was 
sponsored in principle by both major political 
parties before the end of the war. We shall re¬ 
view this program in two main topics: (1) 
measures dealing with the distribution of 
resource-ownership; and (2) measures con¬ 
cerned with re-distributing the incomes after 
they have been received by the households from 
their respective resource-ownerships. We make 
this distinction again because, as usual, the 
measures recognized that, in the first instance, 
income distribution depends on resource- 
ownership distribution. 

(1) The Program for the Distribution of Re¬ 
source- Ownership. In general, we may note that 


after the war, up to 1949, the Labour govern¬ 
ment made only one major alteration in the 
British position toward private acquisition and 
ownership of economic resources and the free 
use of such ownership; and up to the end of 
1948 this change operated with the acquies¬ 
cence of the Conservative Party. We refer of 
course to the nationalization of the indus¬ 
tries previously mentioned, whereby the re¬ 
sources owned or controlled by those industries 
passed from private hands to the state. By the 
end of 194S the government was proposing to 
nationalize the British iron and steel industry. 
To this the Conservatives strongly objected, 
and it seemed possible that the issue would not 
be settled until the general election scheduled 
for 1950, at which time the British households 
would have an opportunity to express their 
preferences about the matter. The Labour Party 
indicated also, in the spring of 1949, that part 
of its election-campaign platform in 1950 would 
include the proposed nationalization of por¬ 
tions of the chemical industry, the cement 
industry, all mining in addition to coal, water 
supply, and industrial insurance. 

For other resources the following system 
prevailed, as before the war, in respect to the 
long run: ( 4 ) the owners of labor were (except 
for short-run emergency manpower controls) 
tobe free to obtain private or government train¬ 
ing and to sell their labor at any acceptable 
price, either as individuals or collectively as 
members of unions—except that minimum 
wage rates were required in certain low-wage, 
“sweated" industries. The law of the land 
encouraged the organization of unions and 
voluntary, free collective bargaining between 
unions and firms or groups of firms. However, 
during the war and the postwar emergencies, 
the unions were asked by the government to 
make voluntary curbs on their wage-rate e- 
mands so as to help restrain inflation. During 
all these years also.firms and unionsvoluntari > 
submitted to the compulsory settlement of 
labor disputes by a National Arbitration 
Tribunal, (i) The owners of savings were free 
to save, to lend savings on contract, and to 
acquire equity ownership of the embodiments 
of these savings, when invested, in all but th 
nationalized industries. But the ”“ S 

on the newly loaned savings were establish 
inly by the government. (0 The q ) 


man 
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of labor sold times the wage rate gave each 
household its wage income. The quantity of 
saved pounds loaned times the interest rate 
gave each household its interest income. The 
sum of the two gave each household its total 
money income before taxes. 

In respect to the distribution of the net 
earnings of the nationalized industries, the 
following should be understood: In Britain 
private ownership was changed to public by 
government purchase of all equity securities at 
••fair" market prices. Most of the money with 
which the government bought these securities 
came from the sale of government securities; 
in effect (and usually in fact) the private owners 
received government securities in place of their 
stocks. Insofar as this method was used, the 
private owners then lost control of their firms, 
lost dividends, and received instead a certain 
amount of interest from their government 
bonds. Under this method the shift in owner¬ 
ship would result in a change in income dis¬ 
tribution only if («i) the funds to pay the in¬ 
terest came from an income class different from 
that of the interest-receivers; or (£) the net 
earnings of the industries became, under gov¬ 
ernment operation, higher than the interest 
paid by the government to the former stock¬ 
holders and if this difference was then dis¬ 
tributed in some way more equally among the 
households than it would have been under the 
private ownership. The first probably did not 
occur; the second probably did. The same con¬ 
clusions would appear to hold if the private 
owners were compensated not with govern¬ 
ment bonds but with tax money coming 
mainly, under a progressive tax system, from 
the wealthier British households. 

(2) Redistributing Income after First Receipt 
by the Households. From all the above it is clear 
that, so far as a change in income distribution 
through a change in resource ownership is 
concerned, the Labour government had made 
no startling or sweeping innovations by the 
end of 1948. Let us now turn our attention to 
the other main method of affecting income dis¬ 
tribution—that of taking some of the income, 
once received, away from the higher-income 
households and giving it, in one way or an¬ 
other, to the lower-income households. This 
method involves chiefly the use of progressive 
income tax rates and the distribution of all or 


part of the revenue to "the masses" in the form 
of various "social services." 

It should be clearly understood that the 
measures about to be reviewed, as they existed 
at the end of 1948, also represent no sweeping 
change or break with the past. They were 
merely another step of development in a 
general field in which the United Kingdom, 
along with certain other countries in the 
British Commonwealth (notably New Zealand 
and Australia), had for many years been a 
pioneer among the world’s nations. Further¬ 
more, all the British political parties had 
favored the general program. For almost two 
decades the British had had the most steeply 
progressive income taxes in the world. And 
the beginnings of the social-service system arc 
to be found before World War I. 

The groundwork for the social-security 
system in effect at the end of 1948 was laid in 
two wartime reports—the Report on Social 
Insurance and Allied Services in 1942 by a com¬ 
mittee headed by Lord (then Sir William) 
Beveridge, and a White Paper of 1944 on 
social insurance by the Coalition government, 
which outlined the proposed legislative and 
administrative program. 

The system as of the end of 1948 was con¬ 
tained in five Acts of Parliament: (</) The 
Family Allowances Act, passed in 1945 by the 
Coalition Government before the general elec¬ 
tion which put the Labour government into 
power,provided that five shillings(about $0.70) 
a week be paid to each household for every 
child except the eldest under the school-leaving 
age of 16. Families with a single child under 
age were not to benefit. (The first child is 
taken care of under other Acts.) By the end of 
1948 more than 2.5 million households and 4 
million children were benefiting, to the extent 
of about £60 million, from these payments. 
The allowances were financed out of tax pay¬ 
ments to the British Exchequer. (£) The 
National Insurance Act of 1948 provided for 
very comprehensive coverage and benefit pay¬ 
ments to protect workers from the hazards of 
unemployment, ordinary sickness, pregnancy 
and childbirth, old age, and various other 
forms of disability. Widows' benefits, guard¬ 
ians allowances, and death grants were also 
provided. This integrated system of social 
insurant** was financed by direct contributions 
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from (taxes on) workers and from employees, 
plus general income and other taxes going into 
the Exchequer—roughly one third from each 
source, (c) The National Health Service Act 
of 1946 provided for all sorts of free medical, 
dental, and hospital services from physicians 
and dentists, under a system which in effect 
nationalized the practice of medicine and 
dentistry at the same time that it maintained 
a considerable amount of freedom of choice for 
both doctors and patients. There was much 
emphasis on decentralized, local administration 
of the act. Enough concessions on doctors' 
freedom were made by the government to the 
British Medical Association to enlist some 
degree of grudging cooperation. It should be 
noted that Britain separated cash benefits 
(for loss of earning power during sickness) 
from medical benefits, i.e., from treatment for 
sickness; the former is covered by the National 
Insurance Act, the latter by the Health Service 
Act. The cost of medical care is borne to some 
extent (about one-seventh) by a portion of the 
contribution under the Insurance Act, but 
most of the cost is financed by income and 
other taxes paid by British households to the 
Exchequer. (*/) The National Insurance (In¬ 
dustrial Injuries) Act of 1948 provided for 
cash benefits payments to compensate for all 
sorts of industrial accidents and occupational 
diseases. These payments were financed mainly 
by equal contributions from workers and em¬ 
ployers; government taxes covered only about 
one-sixth of the total cost. Medical treatment 
for such injuries and diseases came under the 
Health Service Act. (0 The National Assist¬ 
ance Act of 1948 (plus the Children’s Act of 
the same year) took care of any loose ends left 
over from the other Acts, it provided for 
special aid to the blind, deaf, dumb, and crip¬ 
pled; to orphans; and to special cases of old 
age dependency or other special disability. 
The financing came wholly from income and 
other general taxes. 

Several things about this whole system of 
social services must, in summary, be noted. 
First, the provision of benefits was based 
wholly on the equalitanan principle of need 
rather than on the principle of productivity or 
contribution to total national output. (\\ hen 
we say "based on need," we mean need" as a 
principle of distributing income. We do not 
mean that any recipient of the benefits had to 


prove need, as under the "means test" of the 
old British poor laws. Under the new system, 
the high-income and the low-income house¬ 
holds were treated with complete equality. 
Each received benefits under the same rates, 
as a matter of legal right. Second, the use of 
this principle meant a redistribution of incomes 
received from resources owned—a leveling-up 
of the poorer households through a leveling- 
down of the wealthier. The poorer households 
did pay some taxes or contributions. But from 
the data given above on financing, it is evident 
that they received more than they paid, as a 
whole. Not only did they receive all the services 
at relatively small cost; the money income 
which they otherwise would have had to 
spend for self-security was also now available 
for outlay on other goods. Third, the leveling- 
down of the wealthier households might 
ultimately have two effects; (*) These house¬ 
holds, which doubtless have positive labor- 
supply curves and which possess important 
managerial skills, might decide to work less 
and thereby tend to lower the national output. 
(£) As the main private savers, they might 
decide to save less out of residual incomes. 
In the latter case the country's total private 
savings—the long-range private basis for net 
capital formation and economic progress— 
would be considerably reduced. This would 
doubtless necessitate government saving in 
some form if total output were not to be re¬ 
duced and economic progress retarded. 

We shall have more to say about thescraattcrs 
when we come to consider some results of 
Britain's economizing. 


. The Temporary or Short-Run Measures 

For the duration of the economic emergency 
lere were certain other measures affecting the 
istribution of income and of want-satisfaction 
mong British households. One of the features 
f the economic emergency, as we know, was a 
were scarcity of essential products resulting 
om a war-caused depletion of resources, oe- 
iusc of this scarcity the government intro- 
uced certain temporary measures (additional 
-> the long-range ones) in the interests o 
□ ualitarian distribution of want-satisfaction, 
hese measures were the rationing of nccessiy 
oods-food, clothing, and sundry others 
nd the control of their prices by 
jbsidies and direct devices. Through ration 
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ing, as shown in our discussion of the matter 
in Chapter 43, the government continued to 
use a second kind of money—the ration 
coupon—the possession of which was as neces¬ 
sary as pounds and shillings for the purchase 
of basic consumption products. The distribu¬ 
tion of this emergency money was completely 
equalitarian, on the basis of size and need of 
household. Through subsidies, which in¬ 
volved the very large expenditure by govern¬ 
ment of £400 million in 1948, and through 
direct controls, the prices of the necessity- 
goods were held fairly stable and low enough 
for the poorer households to buy their rationed 
amounts. (Subsidies mean that the government 
compensates each firm whose production costs 
are higher than the price at which the govern¬ 
ment wishes the product to be sold. The govern¬ 
ment rather than the firm bears the loss, and 
thus the product price is kept low.) Insofar as 
the subsidy money came out of taxes which bore 
more heavily on the wealthier households than 
on the poor, there was a further redistribution 
of money incomes among Britain's households. 

3. The Extent of Resource-Utilization 

Now let us consider Great Britain from the 
standpoint that we have been calling "dy- 
namic.” Like every other large money, ex¬ 
change, private-enterprise economy of the 
western world, Britain has undergone alternat¬ 
ing periods of prosperity and depression. There 
have been war and postwar inflations and 
postwar deflations. There have been peace¬ 
time business cycles unrelated to wars. There 
was even (during the twenties) a period that 
might have been called one of "secular stagna¬ 
tion." During the post-World War II years 
to which we have chiefly confined ourselves in 
this chapter, there was, as already noted, full 
employment of resources and a high inflationary 
potential. But so bitter was the memory of 
stagnation" in the 'twenties and depression 
in the 'thirties that the Labour government 
never lost sight of the depression problem and 
armed itself accordingly. It seems unlikely 
that any British government will ever do 

otherwise. 

a. Measures for Checking Post-War Inflation 

An inflationary gap exists, we know, when 
total spending, due to favorable price expec¬ 
tations and certain monetary conditions, rises 


relative to the amount of total physical output 
valued at current prices. These conditions 
certainly held for Britain immediately after 
the war. During the war the vast increase in 
government expenditure and the government 
controls over re-spending by the households 
on scarce civilian goods (controls such as 
rationing and the sales of new government 
securities to households) caused consumers’ 
pockets to bulge with "hot money " by the end 
of the war. But much additional private and 
public investment spending was undertaken in 
order to accomplish the reconstruction and 
increase of capital. This spending added to 
total money demand. Thus we sec that the 
problem of controlling inflation was in part 
the result of the "real" problem analyzed 
earlier in the chapter. The monetary gap came 
in part from the "real" gap between the total 
available supply of products and the felt re¬ 
quirements ("real" demand) for products. 

How should the gap between supply and 
money demand be closed? One measure would 
have been to raise the output figure in the 
monetary or price-level equation, relative to 
the quantity-vclocity-of-spcnding figure. This 
was indeed an important objective of the 
Labour government. Another measure would 
have been to reduce the total-spending side of 
the equation relative to the output side. This 
might have been achieved by heavy enough 
taxation on consumption spending, by taxation 
on income from private investment (thus dis¬ 
couraging private investment), by raising the 
interest rate (thus also discouraging private 
investment), and by curtailing government 
expenditure relative to government revenue 
(in other words by obtaining a large budget 
surplus). Now it is clear that the measure* 
restricting net private investment would have 
been in conflict with the objective of ultimately 
raising the output of consumption goods 
through the reconstruction and increase of 
capital equipment. (Raising the interest rate 
would have had the additional disadvantages 
of increasing the interest burden of the public 
debt and of lowering the prices of government 
securities which were a sizeable item in bank 
assets.) Heavy consumption taxation would 
have been effective in closing the gap. If it 
had been put into effect, say through a heavy 
sales tax plus abandonment of subsidies on 
necessity products, government revenue would 
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have risen greatly and its expenditures would 
have fallen. Government expenditure on other 
items (on capital formation, social services, 
etc.) might even have risen, provided the 
revenue rose to a sufficiently greater extent to 
provide a considerable budgetary surplus. But 
the heavy taxation of consumption would 
have been in conflict with a major humanitarian 
and political objective of the Labour govern¬ 
ment—the redistribution of income in favor 
of the poorer households. It would have redis¬ 
tributed income in favor of the richer house¬ 
holds (we recall that consumption taxes are 
regressive). Furthermore, the restriction of con¬ 
sumption by any means might be politically 
disastrous. 

How did the government try to fight its way 
out of this maze of dilemmas? By the end of 
1948 it had raised the long-term interest rate 
from 2 to 3 percent. It is to be doubted that 
this amount of increase had much effect on 
private investment at that time. The govern¬ 
ment also made a once-and-done levy on the 
income from invested savings; all households 
with a total income of more than £200 and a 
savings income of more than £250 had to pay 
the tax, which was levied, at progressive rates, 
solely on savings income or interest. This tax 
was in effect a "gift” or "contribution'' from 
the wealthier households to their country. 
The measure was preferred to a general sales 
tax and a relinquishment of subsidies. The 
government did, however, raise the excise 
taxes on certain "non-essential" products, 
mainly alcoholic beverages, tobacco, and 
entertainment. The argument in favor of con¬ 
tinuing the subsidies was that a rise in the 
prices of necessity products would have led to 
a renewal of demands for wage-rate increases 
by the unions, such increases being inflationary 
both from the cost or supply side and from the 
demand side during a period of full employ¬ 
ment. There would be a net gam in the fight 
against inflation, it was claimed, by the con¬ 
tinuance of the subsidies unabated. On the 
side of government expenditure the mam re¬ 
duction sought was in the item for national 
defense, but the international political situa¬ 
tion gave this cut little encouragement. 

By the end of 1948 a budget surplus of about 
£800 million in the current account was hoped 
for, with a surplus of more than £300 million 


in the over-all account, which included the 
government’s spending on capital formation. 
But these surpluses were not sufficient. The 
above-mentioned measures were not effective 
in closing the gap. In the end, the gap tended 
to be closed by price inflation. This happened 
because, apparently, the government felt itself 
unable, politically or economically, to say 
"no" to the households on the matter of con¬ 
sumption spending. That is, the government 
seemed unable to bring itself to the point of 
using measures that would have kept house¬ 
holds' money incomes down to the level at 
which the quantities of consumption goods 
available from British resources could have 
been bought at stable prices. 

This is where the British foreign-trade crisis 
of 1949 comes in most importantly. We had 
to consider this matter in respect to resource- 
allocation; but the main significance of the 
crisis is in respect to the gap between the sup¬ 
ply of goods at stable prices and excess demand 
for the goods at such prices. The excess de¬ 
mand for goods, not drained off by taxation, 
resulted during 1948-49 in the too rapid de¬ 
pletion of the loans and gifts from other 
countries; this happened because the demand 
was lor foreign as well as domestic goods. In 
other words, the uncurbed excess demand 
resulted in inflation at home and the too 
rapid loss of foreign-exchange reserves abroad. 
The inflation at home tended to close the gap 
for goods produced in Britain. The devaluation 
of the pound made the prices of imported 
products higher than previously in terms of 
the pound. British incomes could now buy less 
from abroad, and this tended to reduce the 
excess demand in respect to imports. In shore, 
devaluation was a way of reducing the real 
consumption spending of British househo s. 

Let us recapitulate: The basic problem in 
postwar Britain was to reconstruct and in¬ 
crease the quantity of capital (and eventually 
of consumption goods) by use of Britain s 
own resources and those of certain other 
countries. With the help of these other coun¬ 
tries it svas hoped that the goal would be 
reached more quickly and that thereafter 
Britain would be self-sufficient. But the govern 
men. was unwilling to cut consuinpt on 
enough. Total spending svas allowed to r, s 

with resulting inflation and loss of dollar re- 
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serves. Through devaluation two objectives 
were sought: (*) The reduction of excess 
demand; and (£) an increase in the supply of 
goods available from British resources. The 
first goal was to be attained through the rise 
in the prices of imports. If the demand for 
imports were elastic, the drain on dollar re¬ 
serves would be diminished. The second goal 
was to be the result of the lowered prices of 
British exports. It was hoped that the demand 
for British exports was sufficiently elastic to 
raise the volume of sales abroad. Then British 
resources would to some extent move into 
exports production where presumably they 
were more efficient; the total supply of goods 
available from British resources would be in¬ 
creased through this transfer. (Exports, we 
remember, buy imports. If a country is rela¬ 
tively more efficient in producing certain prod¬ 
ucts that can be sold abroad than in producing 
certain products that can be imported, it can 
raise its total real income by specializing in 
the export field.) 

b. The Program to Maintain Full Resource- 

Utilisation 

During the post-NVorld War II period under 
consideration, there was as full a utilization of 
resources as anyone might expect for a dynamic, 
mainly private-enterprise economy. We have 
already shown why this condition existed and 
why, therefore, there was no need for the 
government to initiate and operate any anti- 
defiationary measures. 

Our discussion here, consequently, is con¬ 
fined to a brief statement about what the 
Labour government (or a Conservative govern¬ 
ment) would be likely to do if and when unem¬ 
ployment were again to become a threat. Our 
statement is based on policy statements by the 
Labour and Conservative parties and on the 
background to these announcements. 

The Labour government’s full-employment 
program may be learned from a pamphlet, 
entitled Let's Face the Future , issued for the 
consideration of the voters before the general 
election in the summer of 1943- In a section 
headed "jobs for all," the Labour Party pro¬ 
posed in effect to raise the propensity-to- 
consume curve by its program of progressive 
mcome-taxation and its provisions of social 
services (discussed above). The Party also 


proposed to create a National Investment 
Board which would function within the frame¬ 
work of economic planning to control the 
volume and timing of both private and govern¬ 
ment investment. 

The controls were to be in both "real" and 
monetary terms. The "real” controls over 
private investment included the government’s 
authority over raw materials and building 
permits, plus the persuasion exercised in bar¬ 
gaining with private industries. "Real" public 
investment would be increased in the nation¬ 
alized industries. The monetary controls were 
to be made more certain by the nationalization 
of the Bank of England (the central bank). 
The government would, if necessary, lower the 
interest rate and make additional funds avail¬ 
able in order to stimulate private investment 
spending. Any deficiency in private consump¬ 
tion and investment spending would be made 
up by budgetary deficits, i.c., by increased 
government spending which would make total 
public expenditures larger than the revenues 
from taxation and other sources. There was 
no explicit mention of elasticities of price 
expectations, but it was certainly implied 
that the measures were aimed at preventing 
any deflationary or downward-elastic expec¬ 
tations. 

Much of the Labour program may be said to 
have been influenced a good deal by what has 
by now become almost a classic book on what 
any British government could and should do 
to insure the full utilization of resources— 
Lord Beveridge’s Full Employment in a Free 
Society (1944-45). In turn, this and many other 
books, monographs, and articles on the subject 
were greatly influenced by Lord Keynes’ 
classic economic treatise of 1935-36, The General 
Theory of Employment, Interest , and Money. 

What the Conservative Party's program 
would be may be surmised from a White Paper 
on Employment Policy , issued by the coalition 
government (in which the Conservatives pre¬ 
dominated) in May, 1944. In general the Con¬ 
servatives would assume responsibility for 
full resource-utilization. Their program would 
be directed chiefly to influencing the volume 
and timing of private investment through con¬ 
trol of the interest rate and the quantity of 
money. Consumption spending would also be 
influenced by reducing employees’ contributions 
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to the social insurance funds during business 
downswings. Government spending would be 
increased during such periods. But there is no 
indication that the direct, “rear’ controls 
mentioned above, including nationalization 
of industries, would be undertaken. 

As we know, labor strife can importantly 
affect the extent to which resources are fully 
utilized. In normal peace time, Britain has 
relied mainly on the sense of social responsi¬ 
bility of unions and firms to keep labor peace 
and avoid paralyzing strikes or lockouts. Dur¬ 
ing the war, however, labor and management 
were induced to agree voluntarily to a system 
of compulsory arbitration under a National 
Arbitration Tribunal; and, as already noted, 
this system was continued under the postwar 
Labour government during the economic 
emergency. With certain exceptions, as in 
coal and ship loading, the system operated 
successfully to help prevent stoppages of pro¬ 
duction. From 1940 through 1948 over 1200 
cases were settled satisfactorily and speedily. 


6 . The Longer-Range Program for Economic 

Progress 

In October, 1948, when Great Britain sub¬ 
mitted her ' four-year plan'* to the Organiza¬ 
tion for European Economic Cooperation (the 
Council having to do with the European 
Recovery or "Marshall'* Program), the out¬ 
lines of her longer-range objectives and meth¬ 
ods became evident. By 1952-53 Britain 
planned to make very large percentage in¬ 
creases in agricultural, coal-mining, and manu¬ 
facturing output. During the four years twenty 
percent of the national income was to be de¬ 
voted to net capital formation, and a 70 per¬ 
cent increase was to be the target for exports, 
with an adequate amount of dollars and other 
foreign exchange for the purchase of increased 
imports. This program meant four more years 
of "austerity" consumption. But by 1953 
Britain would, it was hoped, have restored 
the international position of the pound ster¬ 
ling, would have made up for most of her 
capital war losses, and would have laid the 
basis for later substantial economic progress 
under non-crisis conditions. The ERP gilt 
was to be of assistance in this program. 

Apparently the consumption program was 
not •austere” enough. In the light of our 


previous discussion and of information to be 
given below, the student may judge for him¬ 
self how successful the program had been by 
the beginning of 1950. 

C. The Results of Economizing 

We come finally to a brief study of the 
results of the economic process in the United 
Kingdom. We should like, if possible, to have 
information over a period of years on (1) the 
size of and fluctuations in the national real in¬ 
come; and (2) changes in the basic determi¬ 
nants of the national real income, i.e., changes 
in the total quantity of resources and in tech¬ 
nology, in the extent of resource-utilization, 
in resource-allocation, and in income-distribu¬ 
tion. 


1. Size of. Growth of, and Fluctuations in 
National Income 

The data in Table 93 throw light on the 
first point raised in the preceding paragraph. 
A study of this table, particularly the last four 
columns, suggest the following: (l)In respect 
to the secular trend of total real income over 
the 80-year period, 00 the total rose almost 
fourfold; (!?) the average rate of growth was 
higher in the earlier years than in the later 
ones; and (c) the "stagnation" of the nineteen- 
twenties is evident. (2) In respect to the secular 
trend of per-capita real income, (a) the increase 
was considerably less than threefold; and 
(b ) the rate of increase was higher in the 
earlier decades. (3) In respect to cyclical move¬ 
ments in total and per capita real income, the 
effects of the 1931-32 depression are evident. 
(4) If we were to convert the pound-sterling 
figures in this table into American dollars 
(using roughly an exchange rate of t 1 * 
$5.00 for the years through 1931 and a rate o 
f 1 * $4.00 for 1931-48) and were to com¬ 
pare them with the data in Table 80 (page 
979) for the United States, we should find tnat 
00 Britain's total and per capita national in¬ 
come has always been less than America s 
(America has had access to more and richer 
resources and has, in the main, used more ad 
vanced techniques of production), w 
rate of increase in total and per capita income 

has been more rapid in the Un.red Su « 

(Britain attained economic maturity earherj. 
and (c) cyclical fluctuations in these 
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TABLE 

93 


Money and Real Total and Per Capita National Income in Great Britain, 
1870-1948 


Year or 
Yearly 
Average 

Tolol Nalionol Income 

Per Capita Notional 

Income ot 1938 Price* 

At Current Price* 

At 1938 Price* 

Actual 

Amount* 

(in £’*) 

Inde* 
Number* 
(1938 - 100) 

Actual Amount* 

(in £ million*) 

Inde* Number* 
(1938 - 100) 

Actual Amount* 

(in £ million*) 

Index 
Number* 
(1938 = 100) 

1 

2 

3 

4 

5 

6 

7 

1870-79 

1,058 

22 

1.469 

31 

45.0 

46 

1880-89 

1,166 

25 

1.911 

41 

53.3 

54 

1890-99 

1,456 

31 

2.647 

56 

67.8 

69 

1900-09 

1,837 

39 

3.114 

66 

72.7 

74 

1910-19 

3.022 

64 

3.434 

73 

74.8 

76 

1920-29 

4.211 

90 

3.569 

76 

79.7 

81 

1930 

3,957 

84 

3.918 

83 

85.3 

86 

1931 

3.666 

78 

3,900 

83 

84.6 

86 

1932 

3,568 

76 

3.867 

82 

83.9 

85 

1933 

3,728 

79 

4.142 

88 

89.2 

90 

1934 

3.881 

82 

4.312 

92 

92.4 

93 

1935 

4.109 

87 

4,446 

95 

95.3 

96 

1936 

4.388 

93 

4,668 

99 

98.1 

99 

1937 

4,616 

98 

4.663 

99 . 

98.6 

100 

1938 

4,707 

100 

4,707 

100 

98.9 

100 

1939 

5.037 

107 

4.938 

105 

103.1 

104 

1940 

5,980 

127 

5.155 

109 

107.4 

109 

1941 

6,941 

147 

5.509 

117 

114.5 

116 

1942 

7,664 

163 

5.677 

120 

117.3 

119 

1943 

8,171 

173 

5.878 

125 

121.1 

123 

1944 

8,310 

176 

5.692 

121 

116.8 

118 

1945 

8.355 

177 

5.461 

116 

111.3 

113 

1946 

8,100 

172 

5,122 

109 

105.5 

107 

1947 

8,770 

186 

5.481 

116 

111.2 

113 

1948 

9,000 

191 

5,521 

117 

111.7 

113 


Wc«t: Ixome figure*: for yeor* 1870-1937, A. R. Preil "Notionol Income of the United Kingdom. 1870-1946. Economic Journal 
pp. 58-9; for year* 1938-48 Nalionol Income ond E.pendrfure in the United Kingdom, 1947. Cmd. 737 1. pp. 15 ff. and 
Economic Survey for 1948, Cmd. 7344. p. 45. For price iadicet: for yean 1870-1946. Pre»l, loc. erf., pp. 55. 58-9, for 
1947-8. doto in labor ond Induitry in trifoin. Morch. 1948. pp. 2 1-2. were uted for ettimoted linkage to Pre»f» index. 
Up to 19 19 the doto cover* Southern Irelond a* well o* the re*t of the Briti*h lilet. 


have always been more violent in the United 
States (America has had most of her eggs in 
one domestic basket, whereas Britain has 
had many different markets and raw materials 
sources abroad; and America's economy has 
been more "mixed" than Britain’s, i.e., 
Britain's economy may have been steadier 
cyclically because she has had monopoly ele¬ 
ments more uniformly). (5) The effect of the 
war on Britain's capital and on total and per- 
capita real income may be seen beginning in 
1944. Nevertheless, the country as a whole 
and the average household member was better 
off in 1946 -48 than during any prewar peace¬ 
time year. Moreover, since (according to 
Table 91, page 1040) net capital formation. 


except in 1948, was below the prewar figures, 
the per-capita consumption figure for 1946-48 
must have been higher than before the war. 
(6) By 1948, with foreign aid, there had been a 
fairly large recovery over the 1946 position. 
But, as already indicated, the recovery was 
not very soundly based. The goal of self- 
sufficiency, i.e., of substantially raising per- 
capita income by use of British resources alone, 
had not been realized. 

2. Changes in the Quantities and Qualities of 
Resources 

As we have seen in Table 93, the secular 
trends in total and per-capita real income have 
shown economic progress for the British 
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TABLE 

94 


Percentage Utilization of the Labor Resource in Great Britain 


Yeor 

Percentage of Avoiloble Work Force 

Yeor 

Percentage of Avoiloble Work Force 

Employed 

Unemployed 

Employed 

Unemployed 

1900 

97.6 

2A 

1924 

89.8 


1901 

96.7 

3.3 

1925 

89.0 


1902 

95.8 

4.2 

1926 

87.7 


1903 

95.0 

5.0 

1927 

90.4 


1904 

93.6 

6.4 

1928 

89.3 

10.7 

1905 

94.8 

5.2 

1929 

89.7 

10.3 

1906 

96.3 

3.7 

1930 

84.2 

15.8 

1907 

96.1 

3.9 

1931 

78.9 

21.1 

1908 

91.3 

8.7 

1933 

80.2 

19.8 

1910 

94.9 

5.1 

1934 

83.4 

16.6 

1911 

97.0 

3.0 

1935 

84.7 

15.3 

1912 

96.9 

3.1 

1936 

87.1 

12.9 

1913 

97.9 

2.1 

1937 

89.4 

10.6 

1914 

96.8 

3.2 

1938 

87.4 

12.6 

1919 

97.5 

2.5 

Middle of 1939 

93.4 

6.6 

1921 

83.4 

16.6 

End of 1947 

98.4 

1.6 

1922 

85.9 

14.1 

End of 1948 

97.7 

2.3 

1923 

86.4 

11.6 





Source: For yeor* 1900-1920, fhe figure* or* for trod# union!*!* only; »ee Beveridge, Full Employment in a free Society, pp. 
3 12-3. For yeor* 192 1-29, the data ore bo*ed on worker* covered by the unemployment in»uronce low; tee ibid, 
p. 47. For other year*, lee Labor ond Industry in triloin, voriout ittuet. 


economy, through the period of the second 
world war. Postwar total output has not yet 
equaled that of the war years. But postwar 
civilian output must have been much higher 
than during the war. And the 1948 real income 
ligures were considerably higher than those 
for the first postwar year (1946). They also 
showed a fairly substantial rise over those 
for 1938, the last prewar year. 

Part of the long-term increases (since 1870- 
79) came from increases in population and 
labor force and in ’ rear' capital. There are no 
available data on the number of workers over 
that period, but it may be presumed that the 
percentage increase in the labor resource was 
roughly the same as for the population as 
a whole, or more than 100 percent. However, 
as previously stated, the size of the British 
population in recent years has become almost 
stationary. The same is true of the labor force. 
As suggested by the data in Table 90, there 
has been little change since 1939- 
There is no precise information on the 
amount of real capital in Great Britain over 
a period of years. One estimator, 5 however, 
puts the increase in this resource at about 250 
* Colin Clark. Tht Conditions of Economic Progress, p. 393 


percent from 1875 to 1935- With allowance for 
the destruction of World War II—and in spite 
of substantial net capital formation from 1946 
to 1948—it is to be doubted that the 1948 total 
was much, if any, higher than that for 1935- 
The data on net capital formation since 1860- 
69 (Table 91) substantiates this conclusion. 

Data of a statistical nature on changes in 
technology arc lacking to help us explain the 
secular trend in total and per-capita real in¬ 
come. There can be no doubt, however, that 
during the long period since 1870-79 there 
was considerable technological improvement 
in the forms in which Britain's capital fundi 
were embodied. Here again, however, as our 
earlier discussion has indicated, the rate o 
growth fell off a good deal in recent years, 
which helps to account for the efforts of the 
Labour government to improve matters since 

1946. 


Changes in the Extent of Resource-Utiliza- 


cion 


The cyclical fluctuations in national real 
Kome were accompanied by (and were the 
tsult oQ even greater fluctuates 
ee of resource utilization, as is suggested > 
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the data on labor employment and unemploy¬ 
ment in Table 94. The table also shows clearly 
the British "stagnation" during the twenties, 
when the rest of the world, especially Amer¬ 
ica, was enjoying almost unprecedented pros¬ 
perity. In only one year (1927) between 1920 
and World War II was more than 90 percent 
of the available work force employed. During 
the Great Depression not even 80 percent was 
employed. However, the percentage of em¬ 
ployment in those years was higher than in 
the United States (refer to Table 82, page 982). 
It is easy to understand how the long period 
of severe unemployment after 1920 led to the 
demand for and acquiescence in government 
planning to prevent a recurrence of resource 
under-utilization. 

From the data it is also evident that full 
employment of resources in the twenties and 
’thirties would have provided considerably 
higher real national incomes than those actu¬ 
ally produced. The percentage increases in real 
income after World War II would have been 
smaller. 

Of course, unemployment of capital ac¬ 
companied the unemployment of labor. More¬ 
over, the percentages shown in Table 94 under¬ 
state the unemployment of both resources. 
These figures deal with workers rather than 
with labor-hours. The average weekly hours 
actually worked also declined during the 
years of high unemployment, so that the per¬ 
centages of available labor hours employed in 
1920-38 were lower than the percentages of 
available workers. 


4. Allocation of Resources and Composition 
of the National Product 

a. Labor Allocation 

The only data that bear directly on the 
allocation of resources are those showing the 
employment of labor in various industries. 
Such data are presented in Table 90 (page 1039) 
for 1939 and for 1948. They depict a rise in 
agricultural employment; some decline in 
construction; a rise in manufacturing as a 
whole—with declines in textiles, clothing, 
food, drink, and tobacco and increases in the 
manufacture of the products better adapted to 
e *Po rt ; a decline in wholesale and retail trade 
( distribution"); and increases in transport. 


public utilities, and government service. Of 
all the increases, the largest and most striking 
—both in absolute and percentage terms—was 
the one in government service. This develop¬ 
ment reflects the greatly increased control of 
government over Britain’s economizing. It 
takes a lot of "bureaucrats" to do the plan¬ 
ning and to execute the plans. This develop¬ 
ment is not necessarily a socially harmful one 
from the economic standpoint: It all depends 
on whether, in terms of increasing the national 
income, the marginal productivity of the 
workers is at least as high in government as 
in private employment. On this question, of 
course, there are no data. 

As in our study of American economizing, 
there arc no over-all data to inform us about 
the extent to which the allocations shown in 
Table 90 were wide of the optimum mark. 
However, from our knowledge of British 
markets, which seem to possess high degrees 
of oligopoly and monopoly, we may surmise 
that there was considerable misallocation. 

• 

b. The Composition of the Gross and Net National 
Products and of National Income 

Now let us turn to more indirect ways of 
revealing the allocation of resources. Let us 
look at the composition of Britain’s gross 
national product. How did the households 
allocate the total income received from the 
sale of their factor services? What did the 
firms do? What did government do? And what 
was the economic budget like for the economy 
as a whole? 

We must first look at the data in Table 95, 
which show, as we showed for America in 
Chapter 44, the various concepts of total 
national output for a given year such as 1947. 
Because this presentation follows the principles 
explained for the United States, we need not 
discuss the concepts here except to point out 
the following: First, to indicate the total 
amount of resources available to Britain in 
1947, we include at first the volume of net 
borrowing and other net foreign disinvest¬ 
ment. Subtracting this amount gives us the 
gross national product, which is the usual 
starting point. Second, the total amounts re¬ 
ceived from the sale of the national products 
by the owners or users of the resources, as 
shown on the left side of the table, equals the 
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TABLE 

95 


Britain's National Product and Its Composition, 1947 (in £ millions) 


Receipts from (Cost of) Sole of Product 

Expenditure on Products 

Totol resources available for home 

use 11,609 

Minui: borrowing from abroad and 

sale of assets to foreigners 675 

Equals: Cross Notional Product (ex¬ 
cludes the duplication involved 
in inter-firm purchases) 10,934 

Minor, capital consumption allow¬ 
ances 775 

Equolr. Net Notional Produel (at 

market prices) 10,159 

Minus: the algebraic sum of govern¬ 
ment indirect toxes ( + ) ond 
subsidies {-) 1.389 

Equals: Notional Intome (at cost of 

factor services) 8,770 

Wages and salaries 5.250 

Interest (including "rents") ond 

profits 3,185 

Pay to members of Armed Forces 335 

Totol expenditure on finol goods ond 

services from all sources 11,609 

Households' spending on consump¬ 
tion products 7/42 1 

Gross capital formation from do¬ 
mestic ond foreign sources 2,020 

Government's current spending on 

products ond services 2,168 

Minus: net dis-investmen! abroad 675 

Equals: Cross Nalionol Product 10,934 

Minor, capital consumption allow¬ 
ance, 775 

Equals: Net National Product 10,159 

Minor, indirect foxes minus subsidies 1,389 

Equals: Notional Intome 8,770 

Net consumption spending of oil 

sorts 8,200 

Net capital formation 570 


Source: National Income and Enpenditurt. Cm d. 7371. 


total amount of spending by the owners or 
users, gross or net. 

C. Allocation of Total Net Expenditure between 
Con su nipt ion Spending and Net Capital Forma¬ 
tion 

Table 95 (bottom of the right-hand column) 
shows the allocation of the national income 
between consumption and net investment for 
only one year. In our discussion of Britain's 
capital resources early in the chapter, however, 
we presented a table showing over a period of 
years the percentages which net capital for¬ 
mation had been of national income. Further¬ 
more, in discussing Britain's postwar economic 
emergency we inevitably had a good deal to 
say about net capital formation. For discus¬ 
sion and analysis of this allocation, then, the 
student is referred to those pages. 

d. Household Account 

Now let us look at the account of each 

income-receiving-and-spending group of units. 

The British household account for 1947 was 
as shown in Table 96. The total receipts of 
the households, including transfer payments 
from government and certain other items like 
contributions to social insurance that cancel 
out in calculating the net total shown in Table 


36, came to £9911 millions before the payment 
af taxes and before deduction of profits re¬ 
tained by firms. With these last two items dc- 
Juctcd, we have a disposable income figure of 
£7866 millions, of which £7421 millions were 
allocated among the consumption products 
itemized in the table and £445 millions were 
laved. 

Let us look further at the allocation of 
consumption spending. Refer to Table 89, 
page 1037, where the allocation is shown in 
percentage terms for 1938 as well as for 1947. 
The main changes in the pattern of consump¬ 
tion were an increase in the percentage o 
total disposable income spent for food, liquor, 
and tobacco and a decrease in the percentage 
spent on housing and utilities. The student 
has already been warned against interpreting 
these changes (or any others, such as a possible 
movement from necessity to luxury goods) as 
resulting from shifts in the households prefer- 

ence mips. We should also have to k"0 v 

whether changes in .he relative costs and pr ees 
of the two classes of goods had shifted, i-e-. 
pivoted the curves of the out lay map , 
causing substitution effects and, there >, 
equilibrium decisions in favor of the items o 
food, etc. Furthermore, the merease n real 
incomes from 1938 to 1947 would have p 
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TABLE British Households' Account, 1947 

(in £ millions) 


Receipts 

Expenditures 

Excess of Receipts 
over Expenditures 

Item 

Amount 

Item 

Amount 

Item 

Amount 

Net labor income 

5.250 

Food, liquor, tobacco 

3,363 



Grot! income from savings 


Clothing 

704 



(social security, etc.) 


Housing and Utilities 

874 



Transfer payments 


Household equipment and 




Armed Forces 

Hw 

operation 

515 



Direct taxes and undistrib¬ 


Consumer transportation 

430 



uted profits 

-2.045 

Recreation 

294 





Other 

1.241 



Total 

7.866 

Tolol 

7,421 

Savings 

+ 445 


Source: Ibid., pp. 8. 17. 39-40. 



duced a movement outward on the scale lines 
to new indifference curves; i.e., there would 
have been income effects on the relative con¬ 
sumption of the two goods. In this case also 
there need have been no shifts in the indif¬ 
ference maps. The positions of the successive 
indifference curves might have inclined toward 
the axis for food, etc.; the positions might 
have been such as to cause a greater percentage 
increase in the consumption of food, etc., 
than in the consumption of housing and utili¬ 
ties. Finally, a considerable change in the 
distribution of income in favor of the "poor" 
might also have been an important factor. 
Out of a given amount of money income taken 
from the rich, the poor would use a larger 
part for food than the rich would have. 

So far as the present problem is concerned, 
there was a movement outward on most scale 
lines because of a higher per-capita real income 
and because of the redistribution of income in 
favor of the poorer households. But it is much 
to be doubted that the preference or indiffer¬ 
ence curves were much bent over toward the 
axis for food, etc. The shift shown in Table 89 
probably did not come solely or mainly from 
these sources. Rather it came in conjunction 
with a pivoting of all the outlay curves, so 
that the scale line shifted toward the axis for 
food, etc. This pivoting took place because of 
the relative rise in the prices of the "etc." 
items—liquor and tobacco—whose prices were 
not controlled or subsidized by the govern¬ 
ment. Detailed consumption figures not given 


in the table show that the amounts spent 
on these items increased far more than the 
amounts spent on housing and utilities or 
even on food. 

e. The Finns' Account 

The 1947 account for British firms was as 
shown in summary in Table 97. Gross invest¬ 
ment outlay exceeded undistributed profits 
and additions to reserves by £679 millions. 

f. The Government's Account 

In 1947 the British governmental units 
(national and local) showed the following re¬ 
ceipts and expenditures, with a net deficit of 
£441 millions (Table 98). 

g. The National Account 

If now we bring the three above budgets into 
one account for the whole British economy,we 
have an array like the one in Table 99. This 
account has the same general characteristics as 
the one discussed for the American economy 
(pages 977-978). Total receipts equal total 
expenditures, and the total national product 
from domestic and foreign resources equals the 
figure shown at the top of Table 95. 

5- The Distribution of Income 

Finally, how has the total British income 
been distributed among the economy's house¬ 
holds? As usual, we shall distinguish distribu¬ 
tion by income classes from distribution by 
kind of productive factor owned. 
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TABLE 

97 


British Firms' Account, 1947 

(in £ millions) 


Receipti 

Expenditures 

Excess of Receipts 
over Expenditure* 

Item 

Amount 

Item 

Amount 

Firm*’ net revenue* plus capital 
consumption allowance minus 
taxes and dividends equals un¬ 
distributed profits and additions 
to reserves 

666 

Gross investment (gross capital 
formation) 

1,345 

-679 


Source: Ibid., p. 17, 19. 




British Government's Account, 1947 
(in £ millions) 


Receipts 

Expenditures 

Excess of Receipts 

Item 

Amount 

Item 

Amount 

over Expenditures 

Direct Taxes 


Current expenditure on goods 



Indirect Toxes 


and services 

2,168 


Interest and rent from property 

87 

Subsidies 

442 


Less interest on notional debt 

-544 

Sodol Security Payments 

430 




Other 

560 


Total Revenue 

3,159 

Total 

3,600 

—441 


Source: Ibid., pp. 18-19. 


TABLE The British Economy’s Account, 1947 

(in £ millions) 


CJoss of Economic Unit and 

Amount of 

Amount of 


Items in Accoimt 

Receipts 

Expenditure 


Households (Table 96) 

7,866 



Disposable income 

Consumption spending 

7,421 

+445 


Sovings 

Firms (Table 97) 

666 



Undistributed profit* and addition* to reserves 

Gross capital formation from domestic resources 

1,345 

-679 


Excess 

Government (Table 98) 

3.159 



Revenue from firms ond households 

Payments to firms and households 

3.60C 

-441 


Excess 

International net borrowing 

675 

— 

+675 

Adjustments necessary to eliminate tronsfer and other pay¬ 

-757 

-757 

■— 

ments ... 

Total National Product from domestic ond foreign sources 

11.609 

11.609 

_ 



Source: Ibid. 
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TABLE Distribution of Income Among British Households, 1944~45 

100 


Income Cones of Households Grouped From 

Percentage of Totol Civilian Money 

lowest to Highest Income-Receivers 

Income Received By Each Closs 

lowest 52 percent (received incomes of £200 or less in the year) 

27 

Next 24 percent (received incomes of £201-£300) 

19 

Next 14 percent (received incomes of £301-£500) 

18 

Highest 10 percent (received incomes of more thon £500) 

36 


Source; F. A. Cockfleld, "The Distribution of Income*." Eronomko. Nov., 1947, p. 254. 


a. By Si?t-of-Income Groups 

There are unfortunately no data at hand 
showing the trend of income distribution 
among comparable income classes over a 
period of years, with price-level changes 
eliminated. There are, however, some esti¬ 
mates for 1944-45, which are given in sum¬ 
mary form in Table 100. From these data, 
which show the distribution before the pay¬ 
ment of taxes, it seems that income was very 
unequally shared in Great Britain. According 
to the source from which the data were ob¬ 
tained, moreover, there is no reason to believe 
that this inequality before taxes is signifi¬ 
cantly less than it was in 1937. Figures on the 
distribution in 1929, although not closely 
comparable for the reasons already suggested, 
indicate also that the distribution at that time 
was not much different from that in 1944-45-* 

Because the income classes are different, the 

* See Colin Clark, National Income and Outlay, p. 109. 


figures in Table 100 are not precisely compara¬ 
ble with those for the United States given on 
page 986. However, some rough comparisons 
indicate that the American distribution before 
taxes was at least as unequal in 1935-36 and 
in 1941 as the before-taxes British one in 1944- 
45- But the American sharing in 1946 seems to 
have been somewhat less unequal than the 
1944-45 British one. 

There are no data which would enable us 
to show the distribution of British incomes, 
as in Table 100 above, after payment of income 
taxes. The British tax rates, however, arc 
very steeply progressive. Thus households re¬ 
ceiving less than £500 per year retain more 
than 90 percent of their incomes after taxes; 
those receiving more than £250 retain more 
than 99 percent. On the other hand, house¬ 
holds receiving more than £ 10,000 retain 
only 20 percent after taxes; those in the £2,000- 
£1,000 class, 79 percent. These tax rates, plus 
the social services previously discussed, indi- 


T ABLE 

101 


British Income Distribution Among Factor-Owning Classes 


Year 


Percentage of Totol Notional Income Received By 


1070 

1880 

1890 

1900 

1910 

1938 

1946 


-- 

Household Sellers of labor 

Household Savers 
(Contract and Equity) 

57 

55 

57 

57 

54 

59 

59 

43 

45 

43 

43 

46 

41 

41 


ro. 10 /v-iv iui rresr, lot. or., p. 3/, the *'e 
two classes. Foe 1938-46: Cmd. 7371. p. 8. 
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cate that a considerable redistribution is ac¬ 
complished. 

b. By Kind of Productive Factor Owned 

Turning now to the division of total national 
product between labor and non-labor income, 
we see from Table 101 that over a period of 
70 years there has not been very much change 
in the proportions, although labor income has 
been a slightly larger share in the more recent 
years. By and large, the labor share in America 
(refer to page 987) appears to have been larger 
than in Britain, but here also the data are not 
conclusive because the American statistics in¬ 
clude social security and other 'supplements” 
whereas the British do not. 

After taxes, labor's share is higher than 
belore taxes. In 1946, for example, it rose from 
59 to 64 percent. 4 

D. Summary. General Wblfarb 
Considerations 

In this chapter we have described the setting 
for the economic process in Great Britain. 
Using the economic concepts and analytical 
tools developed in the earlier portions of this 
book, and against the background of our study 
of two other large, important real-world 
economies, we have discussed the process of 
economizing; we have shown the main eco¬ 
nomic-political problems and the main eco¬ 
nomic-political decisions of recent years. We 
have indicated also some of the results of these 
decisions. In short, we have presented much 
of the data that can be sorted into the debit 
and credit sides of a ledger by which the 
efforts of Britain's postwar government and 
people can be judged. 

It remains for the student to do the sorting 
and to strike a balance, in welfare terms. He 
will note the measures taken by the British 
government to increase the sum of want-satis¬ 
faction among the households. In the light 
of the data we have presented, he will weigh 
the relative costs and utilities of these meas¬ 
ures in terms of their effects on resource-alloca¬ 
tion, on income-redistribution, on extent of 
resource-utilization, and on economic progress. 
And he may reach some tentative conclusions 
on whether the gains appear to be worth the 
costs. 

* Cmd. 7371. p. 8. 


Making such an appraisal is not something 
we can do for the student. It is his job. We 
may, however, in addition to presenting some 
relevant data on the economic and political 
costs and utilities of the British program, re¬ 
mind him of certain matters. 

First, the period of time since the Labour 
Party took over the governing of the United 
Kingdom is too short, and the experience with 
its activities is undoubtedly too inadequate, 
for even a tentative answer to such questions 
as. Is socialism ' good'' or ’ bad” for the 
British? or Has socialism been effective? 
Britain has not become a completely socialized 
country; far from it. The Labour Party believes 
in ultimate socialism, and that it should be 
obtained and operated peacefully and demo¬ 
cratically. But the nationalization of the in¬ 
dustries mentioned above, important as it is, 
docs not mean that Britain is wholly socialist. 
As already pointed out, the socializations up 
to 1949 were not very seriously opposed by the 
Conservatives. The real fight began when the 
Labour government introduced its bill to take 
over the iron and steel industry, the first in¬ 
dustry whose "public utility’’ status was con¬ 
sidered really debatable in Britain. Therefore, 
so far as Britain is concerned, the question of 
the effectiveness of socialism must be directed 
only to the particular nationalized industries. 
But even here the time is probably too short 


>r a judgment. 

Second, it is also too early to judge the 
jccess or failure (or degrees thereof) of gov- 
rnment "planning.” Planning is not the same 
fling as socialism, although socialism prob- 
bly makes it easier and more effective. Plan¬ 
ing is simply the conscious centralized direc- 
lon of economic decisions, private and govern- 
lental, by agrecd-on methods which unify 
nd coordinate the decisions toward agreed-on 
bjectives of resource-allocation, resourcc- 
tilization, and income-distribution. In Atom- 
da there was no central plan as such. Lac i 
ousehold and each firm had its own plans, 
nd these were coordinated by a planless 
land. In early Dic.a.ia the whole show ™' 
an by the government, which had a Diuc 
rinc for everything. Bn. in .he tea world 
here can be all degrees between no P lann '"f 
nd complete planning. Whatever the extent 
f planning in Britain, we can no. at thi 
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writing reach valid conclusions about its 
effectiveness. 

Yet the following observations may be 
helpful: 00 Given the British conditions, it 
appears that there will be some significant 
degree of centralized planning by the govern¬ 
ment, whether that government is Labour or 
Conservative and by whatever names the es¬ 
sential acts of planning are known. A majority 
of the voters apparently wish to have it, be¬ 
cause they believe it is an economic necessity. 
(0 The degree of planning will also be decided 
by a majority of the voters, (r) The effective¬ 
ness or success of the planning depends on at 
least three very important things: (i) The 
cooperation of the private economic units af¬ 
fected by the decisions of the central planners 
must be voluntary and thoroughgoing. This 
is hard to get in peacetime unless economic or 
political crisis exists. In wartime, when all 
governments plan on a large scale, cooperation 
is easily enlisted because of the great emer¬ 
gency. The intense desire to preserve national 
and individual existence and to win the war 
unifies many diverse elements in the economy 
and welds them into an effective machine. In 
non-war years there must be some such unify¬ 
ing agent if planning is to succeed. The com¬ 
mon purpose is usually best obtained by the 
British method of consultation between gov¬ 
ernment, industry, and labor, (ii) The chief 
planners must be intelligent and flexible and 
must imbue their subordinates with these 
qualities. They must, in other words, recog¬ 
nize and exert every effort to minimize the 
diseconomies of large scale production. Every 
large organization, whether a huge corpora¬ 
tion or a government, is threatened constantly 
with bureaucratic inefficiency, inertia, in¬ 
flexibility or lack of responsiveness to chang¬ 
ing conditions, and ignorance of the facts on 
which proper plans should be based. A large 
bureaucracy in which these faults exist repre¬ 
sents a very poor allocation of manpower. But 
an effective bureaucracy, with adequate co¬ 
ordination among its departments and at all 
levels, might make the national income 
h'^ber than it would be without planning, 
(iii) The execution of the plans, devised and ac¬ 
cepted by all affected, must be decentralized 
rather than centralized. Households and firms, 
particularly the latter, must be free to make 


day-to-day decisions, at their own levels, 
within the general framework of the demo¬ 
cratically constructed plans. 

Fourth, our previous discussions suggest 
perhaps that in 1945*48 the British govern¬ 
ment did not meet these requirements very 
well. The leadership may have been well in¬ 
formed about its economic and political alter¬ 
natives and their relative costs and utilities. 
So may some of the households and firms. The 
leadership was also fairly responsive to in¬ 
formed criticism and fairly flexible in adapting 
itself to changed conditions, witness the tem¬ 
porary abandonment of long-range capital- 
formation plans in favor of increasing the out¬ 
put of exportable products. The level of dis¬ 
cussion and debate on these issues was high. 
But the fact seems to remain that the govern¬ 
ment did not inform the households of the true 
nature, costs, and utilities of the alternatives; 
nor were the households allowed freely to 
choose among the alternatives. Inflation and 
devaluation of the currency were not very 
straightforward measures for closing the gap 
between supply and demand. 

Fifth, the student is reminded that (</) 
insofar as monopoly or monopsony exists and 
insofar as one side is stronger than the other 
in situations of bilateral monopoly, a mis- 
aIlocation of resources, with resulting loss in 
total want-satisfaction, is very probable; (A) 
insofar as the distribution of income is seri¬ 
ously unequal, there is very likely to be less 
total want-satisfaction than under a more 
equal distribution; (c) the loss in want-satis¬ 
faction from the mass unemployment of re¬ 
sources is likely to be much greater than either 
of the above two losses; (</) one of the main 
possible costs of governmental effort to make 
the distribution of income less unequal is a 
reduction of incentive—a discouragement to 
saving-investment and to work, both of which 
tend to make smaller the total income to be 
distributed (in other words, to equalize in¬ 
come-distribution is not to insure a net in¬ 
crease in total satisfaction); and (*) the 
shadow of the stationary and even retrogres¬ 
sive economy hangs over any country that 
fails to allocate a portion of its resources to 
the improvement of technology and produc¬ 
tive efficiency. 

Sixth, the student is also reminded that, in 
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terms of political economy rather than merely 
of economics, 100 percent fulfillment of the 
economic ideals is an almost impossible level 
of performance. The political alternatives may 
well be such that 80 or 85 percent represents 
a reasonably excellent achievement. 

Seventh, as an example of the sort of analysis 
we hope that students will make, consider 
Britain's attempt to redistribute income by 
progressive taxation and the provision of 
social services. In the broadest terras all the 
social services had to be paid for out of the 
total net income that Britain’s resources could 
produce. That is, all the above-mentioned 
services plus all other products were in the 
end limited by the resources and technology 
available to the British. This hard economic 
fact had to be recognized, however desirable 
the services might appear from the political 
and humanitarian points of view. In the short 
run—that is, with given quantities of re¬ 
sources and with given technology—the 
greater the output of these social products was, 
the smaller the output of other products had 
to be. Always there was the matter of alterna¬ 
tives and opportunity costs. This fact raises 


a question about the economic wisdom of 
introducing the new, more liberal system of 
social benefits at a time when Britain's re¬ 
sources had been partly destroyed and direly 
needed replenishment. But the attempt to pro¬ 
vide the social services not only changes the 
allocation of given resources; it also may well 
diminish the quantity of resources, as noted 
above. This again raises the question of timing: 
Should not the government have waited at 
least until Britain’s stock of capital equipment 
had been built up to its prewar position? 

As in our study of the other economies, we 
end this survey from the broadest perspective. 
We ask, Has over-all want-satisfaction been 
maximized in Britain? We know by now that 
an affirmative answer can be given to this 
question only if the voters have been made 
aware of the costs and utilities of their eco¬ 
nomic and political alternatives and have 
freely chosen to have what they have. In 
Britain it appears that there has been con¬ 
siderably more awareness and freedom than 
in such countries as Russia. But our study 
suggests that they have not been very close 
to the ideal. 
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The Economic Process in the 
World Economy 


Introduction 

In this, the final section of Part Three of this 
book, we come to the end of our interneship 
in the real-world political economy. We look 
upon the ‘ family" of nations as it exists today. 
We study briefly the economic and political 
relations among the countries on this planet 
called The World. 

Our discussion begins with a survey of the 


A. The Setting for Economizing 

1. The household* and their want* 

2. World resource* and their distribution 

a. The labor resource 

b. Natural resources 

(1) Climate 

(2) Topography 

(3) Arabic land 

(4) Tree* and their products 
(3) Minerals 

(6) Summary 
C. The capital resource 

3. World technology and it* distribution 

4. World social organization 

a. General method* of economizing 

(1) The role of government 

(a) Government within each country 

(b) World government 

(2) Money and markets 

b. The general goals of economizing 

D. The Process of Economizing 

1. Households and firms 
a- Households 

b. Firm* 

(1) Domestic monopolies and oligopolies 

(2) International monopolies and cartels 

2. Government economizing 

a. General statement 

b. Specific measures affecting svorld trade 

(1) Obstacles raised by national govern¬ 
ments 

(a) Protective tariffs 

i. Nature 

ii. Economic effects 
Partial, stationary analysis 
General, stationary analysis 
General "dynamic' analysis 


world setting. How many households are there? 
Where are they located? What can be said of 
their wants and preferences? What are the 
world's resources and how are they distributed 
among the various national economics? What 
is technology like in various parts of the world? 
Are the nations and their economic units 
organized for economic cooperation? If so, how? 
Are there any generally accepted goals and 
methods of economizing? 

We turn then to the real-world international 
economic process. Here we review certain 
private and government-made obstacles to 
world economic intercourse. And we consider 
the nations’ efforts to remove these obstacles. 
Wc inquire also into the economic causes of 
war among nations. 

Finally we look for information on the re¬ 
sults of world economizing. This information 
is very sketchy and incomplete. But there may 
be enough to give us a basis for some tentative 
welfare appraisals in terms of allocation of 
resources, distribution of income, and utiliza¬ 
tion of resources. 

A. The Setting for Economizing 

In political economy, as in almost all other 
fields of study, completeness and accuracy of 
one's knowledge seems to be inversely pro¬ 
portionate to the size and heterogeneity of the 
area covered. Therefore in our present inquiry 
into the setting, process, and results of econ¬ 
omizing we shall be somewhat handicapped. 
But there have been enough daring young men 
on statistical trapezes to provide us with a 
fair amount of information on these topics. 
We shall not lack a fair understanding of the 

J real-world multi-national economy. 

1. The Households and Their Wants 
The above is true of information about the 
| number of households on the planet. The 
1 countries for which population censuses have 
f been taken are limited in number. There are 
1076 
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T A B 1 l Estimates oj World Population, 1650-1938 

102 


Continent 

Million* of Human Being! in the Year 

1650 

1750 

1800 

1850 

1900 

1939 

Europe 

100 

140 

187 

266 

401 

571 

North America 

1 

1 

6 

26 

81 

142 

Central and 







South America 

12 

11 

19 

33 

63 

132 

Oceania 

2 

2 

2 

2 

* 

11 

Africa 

100 

95 

90 

95 

120 

156 

Asia 

330 

479 

602 

749 

937 

1,134 

TOTAL 

545 

728 

906 

1.171 

1.608 

2,146 


PERCENTAGE DISTRIBUTION 

Europe 


19.2 

20.6 


24.9 

26.6 

North America 



0.7 

i { K T Mygy 

5.0 

6.6 

Central ond 







South America 



2.1 


3.9 

6.2 

Oceania 

0.4 


02 


0.4 

0.5 

Africa 

18.3 

13.1 

9.9 

8.1 

7.5 

7.3 

Asia 

60.6 

65.8 

66.5 

64.0 

58.3 

52.8 

TOTAL 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 


Source: E. M. Pattenon, An Introduction to World itonomkt. Moomllon, 1947, p. 5. The Centrol-Sovth America area include* 
Mexico, and the European area include* Asiatic a* well os European Russio. 


usable estimates of world population, but the 
average size of family or household is not 
known. Consequently we cannot divide the 
latter figure into the former to obtain an 
accurate estimate of the number of households. 
Certainly one would suppose, however, that 
there is a wide variation in the size of families 
from area to area, say from China to Canada; 
and if we assume particular sizes for the dif¬ 
ferent major areas—say, five or six persons per 
household for Europe, four for North America, 
six for Central and South America, and seven 
or eight for Asia—we may obtain a rough idea 
of household-numbers in these regions. 

Table 102 shows, for the major continental 
areas, estimates of world population over a 
. period of almost 300 years. In general, popu¬ 
lation has grown in all the areas. But the 
largest percentages of increase have come in 
Europe (including, because of direct political 
control, Asiatic Russia) and the Americas, 
with Africa and non-Russian Asia declining in 
relative importance. However, non-Russian 
Asia still held more than half the world's 
people before World War II. 

If we were to employ the household-sizes 


suggested above so as to obtain rough esti¬ 
mates of number of households, we should 
find that the 1939 percentage distribution 
figures shown in the table would be modified 
in favor of Europe and the Americas, particu¬ 
larly North America. Non-Russian Asia would 
have somewhat less than half the total number. 

As to the wants and preferences of all these 
households between leisure and income, be¬ 
tween consumption and saving, among con¬ 
sumption products, and between such eco¬ 
nomic-political alternatives as freedom and 
security, our previous discussions about the 
determinants of the wants and preferences 
should, in the absence of evidence to the 
contrary, lead us to the following general 
conclusions: (*) The basic human desires 
discussed in Chapter 2 are common to all the 
world's households. (£) The social and physical 
environments of the households in their re¬ 
spective political units (nations or colonies) 
are so different that wide differences in the 
manner of expressing these desires and in the 
degree to which they can be satisfied are to 
be expected. In other words, there are such 
differences in resources, technology, and social 
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TABLE 

103 


Population Densities in Selected Countries or Areas 


Country 

Persons per 
Square Mile 

Country 

Persons Per 
Square Mile 

Belgium 

711 

France 

197 

Netherlands 

639 

United States 

44 

United Kingdom 

499 

Sweden 

40 

Japan Proper 

483 

Mexico 

25 

Germony 

372 

Norway 

24 

Ifoly 

366 

U.S.S.R. 

21 

Czechoslovakia 

281 

Africa 

20 

Korea 

269 

Iron 

19 

Switierlond 

262 

New Zeoland 

15 

British India & Burma 

248 

Brazil 

13 

Chino Proper 

243 

Argentina 

12 

Poland 

230 

Conoda 

3 

Denmork 

227 

Australia 

2 


Source: U. S. Department of Commerce, foreign Commerce Ytorbooki. 


organization (all three of which interact not 
only with each other but also with the house¬ 
holds’ desires) that the households’ wants and 
preferences vary widely from area to area. The 
heterogeneity that we found for a single 
country like the United States of America is 
multiplied many times for the entire group of 
nations and colonies, (c) These differences will 
undoubtedly always exist to some extent. But 
the spread of Western European and North 
American ideas and technology has lessened 
the differences a great deal and will un¬ 
doubtedly continue to do so. It is reasonable 
to predict that in time the household of a 
Chinese coolie, of a Hindu ’’untouchable,” 
and of a Papuan bushman will come to want 
many of the products now wanted by Ameri¬ 
can, British, and Russian households and with 
not too great a difference in scale of preferences. 

2. World Resources and Their Distribution 
a. The Labor Resource 

For each of the continental areas shown in 
Table 102 (and for the countries they include) 
we need to know certain other things about 
the population and we need to know certain 
things about the labor owned by the house¬ 
holds: (1) Where are the population and the 
households located? (2) How "dense” is the 
population, in terms of people per square mile 
of territory? (3) How rapidly is the population 
growing among various countries? (4) How 


much movement has taken place from area to 
area? (3) What percentage of the population 
was available for work in various years? (6) 
What kinds of work were they trained to do, 
i.e., in what occupations and industries were 
they employed? The tables, charts, and dis¬ 
cussion which follow present some of the most 
important facts or estimates on these matters. 

The most ’’hospitable” parts of the world, 
in terms of concentrations of population, are 
China, India, Japan, some of Oceania, Europe, 
and the northeastern part of the United States. 
Table 103 shows the number of persons per 
square mile in a number of countries during 
the middle 1930’s. The dense populations 
' east of Suez” occur mainly in India and 
China, regions of rich soil and abundant rain¬ 
fall—the "monsoon” belt. Here the civili¬ 
zations are mainly agricultural; there is little 
advanced technology (modern industrializa¬ 
tion) and relatively little foreign commerce; 
and population "presses on food supply,' with 
resultant low planes of living. The dense 
populations in the Western world occur in 
areas of advanced technology and rich agri¬ 
cultural hinterlands; population cannot in 
general be said to press severely on food supply, 
even though density is greater than in the other 


From 1650 to 1800, by which time the 
ndustrial revolution had gotten under way, 
vorld population increased by about 65 par¬ 
ent. During the next 150 years, however, the 
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increase was about 140 percent. The law of 
diminishing returns was operating in the latter 
period as during the first. But technological 
advances continually shifted upward the world 
MPP curve of labor and more than counter¬ 
acted the tendency of population to outstrip the 
food supply in rate of growth. It was the latter 
tendency that led Thomas Malthus, the Eng¬ 
lish economist and philospher, to conclude 
that famine, pestilence, and war were the only 
ways of keeping population in check. Malthus, 
living in a chiefly agricultural age before the 
effects of the industrial revolution had become 
evident, did not foresee these effects. He did 
not know that technology would develop to 
such an extent that not only the sustaining 
power of given natural resources would be 
greatly multiplied but also the means of 
preventing the birth of children would be 
developed. 

The world distribution of the knowledge 
and use of contraceptive technology is as un¬ 
even as the knowledge and use of advanced 
industrial techniques. In countries where living 
standards have risen because of advanced in¬ 
dustrial technology, so that households wish 
to limit their sizes, we also find that house¬ 
holds are in large part able to do so. We find, 
moreover, that in these countries advanced 
technology has also enabled household members 
to live longer; but in many such countries the 
decline in the death rate from improved 
medical practice has been less rapid than the 
decline in the birth rate, so that the rate of 
population growth has been declining. In 
some countries, like Britain and France, the 
population has either almost ceased to grow 
or has actually begun to decline. On the other 
hand, whether for religious reasons, or through 
ignorance of contraception, or for military 
reasons, or otherwise, the rate of population 
growth has gone on apace in other countries, 
notably Russia. The labor (and military) re¬ 
source consequently tends to become larger in 
the latter kind of country. And the age com¬ 
position differs also; the growing nations have 
a relatively younger work-force potential than 
*he "stagnating" ones. 

In considering international differences in 
population density and population trends, we 
must not forget international migrations. From 
the earliest times these movements have been 


a way of casing population pressure from 
countries low in the scale of diminishing re¬ 
turns to countries where the returns to labor 
were increasing or were not so low in the 
scale. They have also been a way of escape 
from a country where the returns to the 
practice of religious or political freedom were 
very low to a country where they promised to 
be higher. The United States, from early 
colonial times until 1910, was the promised 
land for millions of Western and Eastern 
Europeans. Large numbers of British, French, 
and Dutch subjects also found havens in the 
dominions and colonies. Migrations may in 
the future be much less numerous and im¬ 
portant, but Canada, Australia, and South 
America still offer considerable economic space. 
One reason for this probable lack of inter¬ 
national labor mobility is the restrictive poli¬ 
cies adopted by nearly every nation. The 
accompanying diagram, 1 although an over¬ 
simplification, is useful to indicate in summary 
form what has happened and what exists inter¬ 
nationally in respect to migration and other 
economic-political results of the size of popu¬ 
lation in relation to other resources. 

Given the populations of the respective 
countries, we find that—depending on the 
households' standards of living, their prefer¬ 
ences between leisure and income, the other 
resources of the economy, the condition of 
technology, and the prevailing social institu¬ 
tions—various percentages of the populations 
offer their services to productive enterprise. 
In 1929, for example, it has been calculated or 
estimated (sec Table 104) that the proportions 
ranged from a third (as for Finland and the 
Balkans) to almost a half (the U. K.). 

Finally, in what industries were these 
proportions of the population employed? It is 
impossible, within the limits set by the size 
of this book and the available statistics, to 
present details for all the countries or areas 
shown in Table 105. However, we may for 
certain countries make a meaningful break¬ 
down of the respective total work-force figures 
into three major categories of employment: 
(1) the primary industries of agriculture, fish¬ 
ing, forestry, etc.; ( 2 ) the secondary industries 
of mining, manufacturing, construction, and 

1 B*scd on E. W Zimmerman. World Rnountt and In - 
dustrus. Harper and Bros., 1933, p. 125. 
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pen! up. 
resulting in 


The life of 
ony given people 
is either 



Birth control (os in modem France) 
or 

Over-population (as in India and China). 


or 


expanding, 
resulting in 



migration 



economic ond 
political ex¬ 
pansion: 


Robbing lower, native races of their 
land (as the English, French and Dutch 

did) 


Emigrating to superior industrial coun¬ 
tries in search of higher incomes (os the 
Southern ond Eastern Europeans ond 
the Irish did). 


Struggle for raw moterials and morsels 
(os every commercial notion does) 


or 


International political rivalries (as every 
commercial nation has done). 


TABLE Proportion of Population in Available Work Force, 1929 




Country. Colony Percentage of Popula- 

or Area lion in Work Force 


United States 

39 

Canada 

39 

Argentina ond Uruguay 

42 

Rest of America 

33 

United Kingdom 

47 

Eire 

40 

Norway 

40 

Sweden 

43 

Denmark and Iceland 

42 

Finland 

33 

France 

44 

Spain 

36 

Portugal 

36 

Holland 

39 


Country, Colony 
or Area 

Percentage of Popu¬ 
lation in Work Force 

Belgium & Luxembourg 

42 

Germany and Auslrio 

42 

Switzerland 

46 

Italy 

37 

Baltic states 

35 

Poland 

31 

Czechoslovakia 

40 

Hungory 

39 

Balkan stoles 

33 

Australia 

39 

New Zealond 

38 

U.S.S.R. 

34 

Jap on 

35 

Indio, Burmo, Ceylon 

34 

Chino, Korea, Formosa 

42 


Source: Colin Clork, The Economics of I960. Macmilksn. 1942. following p. 118. 


electric power production, and (3) the tertiary 
industries of transportation, communication, 
trade, and private and public service. (The 
significance of this classification will be com¬ 
mented on in Chapter 48, but it may be noted 
now that there appears to be a high positive 
correlation between the percentage of the work 
force engaged in tertiary pursuits and the per- 
capita level of income.) 

It appears from Table 103 chat the English- 


speaking countries had the largest percentages 
of workers engaged in the tertiary occupations 
and industries. This was as true of New Zea¬ 
land, which makes its living mainly by the 
production and export of agricultural products, 
as of the United Kingdom, which is noted 
chiefly for manufacturing and for the export 
of manufactured products. The countries 
whose workers were mainly employed in 
primary pursuits were Italy, Hungary, Eire, 
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TABLE Percentage Distribution of Labor Resource, Selected Countries 

105 


Country 

Percentage of Work Force Employed in 

Primory 

Industrie* 

Secondary 

Induitrie* 

Tertiary 

Induitrie* 

United Kingdom 

6 

44 

50 

Belgium-luxembourg 

17 

46 

35 

United Stole* 

19 

31 

50 

Holland 

21 

39 

40 

Switzerland 

22 

45 

33 

Argentina. Uruguay 

23 

43 

34 

Germony-Austria 

24 

39 

37 

Awitralla 

24 

30 

46 

France 

25 

40 

35 

New Zealand 

27 

24 

49 

Czechoslovakia 

27 

44 

29 

Sweden 

32 

29 

39 

Canada 

35 

23 

42 

Norway 

35 

27 

38 

Holy 

43 

31 

26 

Gre 

50 

16 

34 

Japan 

50 

20 

30 

Finland 

51 

30 

19 

Hungary 

54 

25 

21 

Poland 

62 

18 

20 

India-Burma 

62 

15 

23 

Turkey 

73 

12 

IS 

U.S.S.R. 

74 

15 

11 

Chino 

75 

5 

20 


We«i Colin Clark, op. cif.. pp. 70-1. Dole or* for 1940 or somewhot eorlier. 


Rouraania, Japan, and India. In France, Ger¬ 
many, and Switzerland the largest percentages 
of workers were in the secondary industries. 

b. Natural Resources 

As we have used the term, natural resources 
includes climate, topography, soil, forests, and 
metallic and non-metallic mineral deposits. 
The data on these resources as of the middle 
of the twentieth century are incomplete. In 
some parts of the world (such as China) there 
are undoubtedly resources (such as minerals) 
that have not yet been discovered. Vast areas 
of the globe have yet to be adequately sur¬ 
veyed. In still other areas, even in the United 
States, the extent of the resources, such as 
petroleum, are not precisely known. Further¬ 
more, as technology changes, certain materials 
acquire new significance as resources and 
other materials, previously not economically 
available, become so. Consequently in some 
instances we shall have to be content with 
actual rather than potential output data; and 


sometimes we shall be reduced to making 
merely qualitative statements. 

(1) Climate. The climate of an area depends 
on latitude and on topographical features such 
as mountains and oceans and other large bodies 
of water. In respect to latitude, as every school¬ 
boy knows, the earth possesses two arctic 
zones at the poles and two temperate zones 
separated by a central tropic zone. In topog¬ 
raphy, lands to the leeward of oceans have a 
'marine” (damp and rainy, and, in temperate 
zones, equable) climate. Lands to the wind¬ 
ward of high mountains also usually have 
damp, rainy climates, while lands to the lee¬ 
ward of high mountains have a "continental** 
climate (relatively dry, with summer and 
winter extremes of temperature). The British 
Isles and the west coast of North America and 
New Zealand exemplify the marine kind of 
climate. Central Russia and the part of the 
United States east of the Rocky Mountains 
exemplify the continental kind. 

Man is more adaptable to different climates 










1082 


THE REAL-WORLD MULTI-NATIONAL ECONOMY 


and to changes in climate than other animals. 
Nevertheless, climate exercises a strong in¬ 
fluence on man's ability to do physical or 
mental labor. It appears from various studies 
that a temperate climate with small daily 
changes results in a more efficient labor re¬ 
source than a climate that is continuously hot 
or cold, rainy or dry. 

Climate's relation to the less adaptable 
forms of life—plants and non-human animals 
—is to be seen in the types of want-satisfying 
crops and animals that can be grown in any 
given area under existing technological condi¬ 
tions. Cotton and rubber plants do not flourish 
in the Dakotas, for example, nor is wheat 
suitable for the more southerly climes. 

(2) Topography. Oceans; lakes; rivers for 
navigation, water power, and irrigation; 
harbors; mountains; and plains are among the 
topographical features which exercise, by 
themselves and in conjunction with climate, 
great influence on the nature (specialization) 
and extent of economic activity. As with the 
other resources, the distribution of these fea¬ 
tures is very uneven among the world's nations. 
Thus, water power is a very important re¬ 
source related to topography. Just before the 
second World War, out of 65 million horse¬ 
power of developed hydro-electric facilities, 
the North American continent accounted for 
about 45 percent, Europe about 43 percent, 
Asia about 9 percent, and the rest of the world 
3 percent. However, in terras of estimated 
available resources, Africa outstripped all 
other continents, having about 41 percent out 
of a total of 675 million potential hydro¬ 
electric horsepower. Asia stood next, with 
22 percent; and Europe and each of the Amer¬ 
icas had about 11 percent each.* 

(3) Arable Land. For the production of staple 
crops like wheat, cotton, sugar, tobacco, and 
meat and dairy products there must be a fa¬ 
vorable combination of climate, topography, 
and soil. The last-named factor is, like the 
other two, variously distributed among the 
world's countries. Most of the arable land is 
to be found in Argentina, Australia, Canada, 
China, India, Russia, and the United States. 
However, in proportion to their smaller size, 

* E. M. Pattcr>on, An Introduction to World Economics , 
Macmillan, 1947, p. 103- 


such countries as Cuba, Denmark, Eire, and 
New Zealand are richly endowed with this 
resource. 

As the United States learned during both 
world wars, much arable land has yet to come 
under cultivation. This is particularly true of 
Russia and of Africa. On the other hand, as the 
United States has also learned from bitter 
experience, especially in the cotton-growing 
states of the Southeast and in the wheat¬ 
growing states of the western plains area, 
enormous quantities of fertile soil are an¬ 
nually eroded away into the ocean by rains or 
into the air by winds under improper methods 
of farming. 

(4) Trees and Their Products. Trees are a 
valuable economic resource to man in two 
main ways: (*) Certain trees are desired for 
their fruits or for their sap. Oranges and coffee 
are notable examples of the fruit, rubber of 
the sap. (£) Other trees are desired for their 
wood and for what can be made out of it. 
The first kind of tree is essentially an agricul¬ 
tural resource and involves planting and grow¬ 
ing operations that arc primarily agricultural. 
The long production period discussed in Chap¬ 
ter 25 has its fullest illustration in tree-crop¬ 
ping. The second kind of tree may be thought 
of as something between an agricultural and a 
mineral resource. It is like a mineral resource 
in that its use ends with its depiction or 
destruction. But it is like an agricultural 
resource in that it may, by planting, be renewed 
from the soil, whereas coal or iron ore or 
petroleum, once mined, is gone forever. Timber 
trees are of two main kinds—hard-wood like 
oak and mahogany, and soft-wood like the 
conifers. 

The location of cither kind of tree resource, 
as with other crops, depends on the conditions 
of climate, topography, and soil. And their 
distribution over the earth's surface varies 
with the distribution of these determinants. 
Among crop-trees, coffee and tea are the most 
important in international trade, with Brazil 
leading in the first and China and Ceylon in 
the second. Central and South America and 
Africa have the chief endowments of wild 
rubber trees. Transplanting to Malaya and the 
East Indies, however, gave these areas pre¬ 
eminence in this resource, before the wide- 
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spread destruction accomplished by the Jap¬ 
anese when they retreated from the areas near 
the end of World War II. 

The hardwood trees are to be found mainly 
in the eastern part of the United States, north¬ 
ern South America, central Africa, and the 
peninsular areas of southern Asia. The conif¬ 
erous forests are located mainly in the northern 
part of North America, Europe, and Asia 
(Russian Siberia). 

(3) Minerals. Of all the natural resources, 
minerals are the most basic to the advanced 
industrial processes and to the national incomes 
resulting from such processes. Nations will 
not go to war so readily to obtain certain 
other resources (like coffee trees or hard¬ 
woods) as they will to insure supplies of es¬ 
sential minerals like petroleum and iron ore. 

The minerals may be variously classified. 
On the basis of physical-chemical composi¬ 
tion, they arc metallic (e.g., bauxite for alumi¬ 
num, chromite, copper, iron, lead, manganese, 
nickel, tin, and zinc) and non-metallltc (e.g., 
barite, coal, graphite, magnesite, mica, ni¬ 
trates, petroleum, phosphates, potash, and 
sulphur). On the basis of importance, they 
may be classed as basic (e.g., iron, coal, copper, 
and petroleum) and accessory (e.g., nickel, 
chromite, tungsten, nitrates, and platinum). 
On the basis of use, they may be grouped as 
mainly rwrrgy-producing or capturing (e.g., 
coal, petroleum, nitrates) or mainly com- 
wo^/ry-producing (e.g., iron, copper, lead, and 
other metals). Still another classification is 
based on degree of perishability; coal and petro¬ 
leum are perishable, for example, compared to 
many of the metals or alloys (mixtures of 
metals). Finally, some minerals, like coal and 
petroleum and iron, have many uses (e.g., coal 
produces energy, dyes, perfumes, and many 
other products), whereas a few, like mica and 
asbestos for insulation, have unique uses. 

The energy-versus-product division is useful 
for our purposes. Coal, although of declining 
relative importance as a source of energy, is 
still the main resource and the reserves are 
enormous. The North American continent 
produces about 45 percent of the world’s total; 
so does Europe. In fact, three nations—the 
United States, the United Kingdom, and Ger¬ 
many—have been turning out more than two- 


thirds of the world output. However, only 
America’s reserves arc in the same proportion 
to world reserves as its output is to world out¬ 
put; the reserve positions of the European 
countries are less favorable. 

The United States leads in petroleum out¬ 
put, with 65 percent of the total. Mexico's 
2 percent and scattered other outputs give 
North America as a whole 68 percent of 
world production. The remaining 32 percent 
is divided among Venezuela (12 percent), 
Russia (10 percent), Iran (5 percent), and 
various other countries such as Roumania and 
Saudi Arabia. The data on reserves is incom¬ 
plete and inaccurate because of rapid improve¬ 
ments in the technology of prospecting for oil. 
Thus in the ‘twenties the American reserves 
were supposed to last no more than 10 or 12 
years. But discoveries of rich new fields led to 
enormously larger outputs by 1930. It is not 
unlikely, nevertheless, that petroleum reserves 
in Asia and the near East are much greater 
than those in North America. 

Among the metallic or ’’product" minerals, 
we find iron ore at the top of the list. Table 
106 shows the chief reserves and the length 
of time they were expected to last, as of 1930 
and as of the rate of use then existing. The 
rate of using ore has increased a great deal 
since 1930, however, especially in the United 
States. Because of this and because twenty 
years have passed, the figures in the table are 
probably over-statements for all regions except 
Brazil and Newfoundland. Countries having 
considerable amounts of iron ore not shown in 
the table are Russia, India, and China. 

In copper output and reserves the United 
States leads all other countries, with over 60 
percent of the total. Other countries of im¬ 
portance include Chile and Peru, Canada, 
Africa (Belgian Congo), Spain, Germany, and 
Japan. Bauxite, the ore from which aluminum 
products come, is found chiefly in France 
(30 percent), Hungary, the United States (18 
percent), the Guianas, Italy, Russia, and 
Yugoslavia. Lead exists mainly in the United 
States, Canada, Mexico, Spain, France, Ger¬ 
many, India, and Russia. The United States 
produces almost 40 percent of the world’s 
total output. Zinc, usually associated with 
lead, is also most abundant in the United 
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J A B L E Reserves of Iron Ore, 1930 

106 


Country or Area 

Quantity of Reserves 
(in millions of tons) 

Duration (in years) 

Brazil 

7,500 

Not Known 

France (Lorraine) 

5.600 

140 

United States 

5,100 


Lake Superior 

2,500 

45 

The South 

2,000 

333 

The Northeast 

600 

300 

Newfoundland 

4,000 

4,000 

Cubo 

3,000 

1,500 

Scandinavia (mainly Sweden) 

1,500 

188 

Great Britain 

1.300 

81 

Spain 

700 

70 


Sourcei Zimmermon, op. cif., p. 6 16. 


States (over 40 percent of the world total). 
It is also found in important quantities in 
Canada, Mexico, Belgium, France, Germany, 
Britain, Norway, Netherlands, Italy, Poland, 
Russia, Japan, and Australia. For tin the 
United States is wholly dependent on foreign 
resources, chiefly Bolivia, which produces 
a lifth of the world's total. The most impor¬ 
tant ores are in the Malay Peninsula (British, 
almost 40 percent). The Netherlands East 
Indies also produce a fifth of the world total. 
Siam, China, and the Belgian Congo are also 
important producers. 

(6) Summary. From this brief survey we see 
that the so-called "natural'’ resources are very 
unevenly distributed among the countries and 
regions of the world. Some, like the United 
States and Russia, are richly endowed. Others 
are relatively "poor." The richly endowed 
nations have ample bases for high national 
incomes, aggregate and per capita. The "poor" 
areas are condemned to low incomes unless 
their populations are small in relation to their 
meager resources. In any case, the unequal 
distribution of the various natural resources 
provides a firm basis for international trade. 

c. The Capital Resource 

Every country or area, no matter how primi¬ 
tive its civilization, has some capital. But 
obviously it is the great industrial nations 
that have most of it because they have had 
the most labor and natural resources and the 
most advanced technology. A significant fact 


about capital for the world economy is that 
its possession is necessary for high planes of 
living but unfortunately only those nations 
which produce incomes considerably above 
the subsistence level are able to make sub¬ 
stantial accumulations of capital. "To him 
that hath shall be given." Nevertheless, to 
the extent that inter-country trade can be 
freely carried on, the benefits of capital ac¬ 
cumulation in the wealthier nations can be 
distributed to some extent to the more "back¬ 
ward" ones. 

Estimates of the money value of capital for 
any given year arc very difficult to make, arc 
of somewhat doubtful significance, and are 
subject to wide margins of error. Nevertheless 
they may be used to show rough differences 
among countries. Data showing the annual 
average amounts of capital and the average 
amounts per person in the labor force esti¬ 
mated to exist during the years 1935 to 1938 
are presented in Table 107 for various coun¬ 
tries. The figures are in "international units 
based on the United States dollar. Colin Clark, 
the estimator, defines such a unit as 'the 
amount of goods and services which could be 
purchased for $1 in the U.S.A." for the period 
involved.* Figures on the total amount ot 
capital in various countries valued in the 
countries* own respective currencies were re¬ 
duced to international dollars by employing 
the average rate of exchange between the 
American dollar and the respective currencies 
* Tbt Conditions of Etonomu Prints, p. 2. 
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TABLE Estimated Value oj Capital Resource, Selected Countries, 1935-1938 

107 


Country 

Value of Copitol* 

(in billions of 
international units) 

Total Work Force 
(in millions of persons) 

Value of Capital 
per Person in Work 

Force (Col. 2 figures 
+ Col. 3 figures) 

1 1 

2 

3 

4 

United Kingdom 

96.7 (104.5) 

20.8 

4.640 (5,030) 

New Zealand 

3.0 

0.6 

5,000 

Auilralia 

12.7 

2.9 

4,380 

United Slotet 

220.0 

50.4 

4,370 

Canada 

18.3 

4.3 

4,260 

Argentino-Uruguay 

23.5 

6.2 

3,790 

Holland 

9.8 (9.0) 

3.4 

2,650 (2,880) 

Denmark 

4.4 

1.6 

2,750 

France 

45.5 (49.7) 

18.2 

2,500 (2730) 

Sweden 

7.6 

2.8 

2.730 

Eire 

3.2 (3.3) 

1.2 

2,670 (2750) 

Germany-Austria 

77.9 (85.0) 

31.8 

2,450 (2.670) 

Belguim-luxembourg 

8.0 (8.7) 

3.5 

2,280 (2,480) 

Norway 

2.6 (2.9) 

1.2 

2,170 (2,420) 

Spain 

16.7 (18.0) 

9.5 

1760 (1,900) 

Fmlond 

2.3 (2.5) 

1.4 

1,640 (1790) 

Czechoslovakia 

9.9 

6.3 

1,570 

Hungary 

5.3 

3.6 

1,470 

Italy 

23.1 (25.0) 

16.9 

1,370 (1,480) 

Japan 

36.0 

26.6 

1,350 

Poland 

13.1 (14.2) 

11.8 

1,110 (1,200) 

USSR. 

India 

73.0 

82.0 

65.0 

141.0 

1,120 

580 

China 

32.2 (35.0) 

196.0 

160 (180) 


$ovrc«i C Clorfc. Economic! of I960, pp. 80-2. 


Indudti publicly owned copitol, iueh 01 roods, ond households' homes os well 01 productive equipment. Where possible war 
damage hos been subtracted from the figures of those notions whose capital suffered from bombardment, etc, but the figures in 
porentheses show the estimates for the pre-war years for such countries. The figures for Russia ond Jopon (olso Hungary ond Czecho¬ 
slovak^) are pre-war, ond no war-damage deduction has been made. 


and by making allowances for differences be¬ 
tween the American price level and the re¬ 
spective national price levels. 

The table contains some interesting informa¬ 
tion. In terms of sheer human power, China 
and India stand out. Among the other coun¬ 
tries, the Soviet Union and the United States 
are preeminent in the labor resource. But when 
|t comes to capital resource, the United States 
* s ,n * class by itself, with well over $200 
billions. Nevertheless, when considered in 
relation to the size of its labor resource, ac¬ 
cording to these estimates, the United States 
loses its lead. When amount of capital per 
available worker is considered (column 4), 
it is shown to be surpassed by three members 
of the British commonwealth (the U. K., 
New Zealand, and Australia) and almost 
matched by Canada. 


The relative international economic and 
political position of a country depends a 
great deal on the total amount of the capital 
resource at its command. On this criterion the 
United States is the most powerful nation 
in the world. But if Russia, India, and China 
(particularly China) were to form capital so 
that the per-person average were as high as the 
Wcstern-Huropean average, it is they who 
would be the big shots of the modern world. 
Of the three, Russia is the only country making 
serious efforts in this direction. 

The extent to which a country builds up its 
capital from year to year may be learned by 
dividing the total national income figure for 
each year into the figure representing net 
capital formation. In other words, net capital 
formation as a percentage of national income 
shows the country's collective decisions in 
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respect to consumption and real saving, and 
over a period of years indicates the extent 
and trend of economic progress defined as 
capital accumulation. In a non-authoritarian 
economy, such as prewar America, the deci¬ 
sions resulting in net capital formation are 
almost wholly private, uncoordinated ones. 
In an authoritarian economy, such as prewar 
Germany, Italy, and Japan and such as pre¬ 
war and postwar Russia, the capital-accumula¬ 
tion preferences and decisions are mainly those 
of top government. 

It would be interesting if we could add a 
column to Table 107 showing net capital 
formation as a percentage of total national in¬ 
come for each country in the table during the 
four-year period. It would be even more inter¬ 
esting if we could show the net-capital-forraa- 
tion-percentage figure for each country over 
a much longer span of time. Unfortunately the 
data for such a table are not available. Scat¬ 
tered information, however (including that 
presented in previous chapters on particular 
economics), suggests the following generaliza¬ 
tions: (1) At a given level of total-capital de¬ 
velopment, the percentages of net capital for¬ 
mation to national income are usually higher 
in controlled or authoritarian economies than 
in mainly private-enterprise countries. (2) So 
long as an economy is not merely at or near 
a bare subsistence level (so that net saving and 
net investment are wholly or almost impos¬ 
sible), the percentages of net capital formation 
to national income appear to be higher in 
a capital-poor than in a capital-rich country. 
In other words, the rate of economic progress 
is higher in the former kind of country. Two 
reasons, presumably, are that (*) the net 
discounted, expected marginal productivity 
(MR?) of capital is higher in such countries; 
and (£) the propensity-to-consume curve is 
relatively low in such countries. 

3. World Technology and Its Distribution 

As we know, the term 'technology" refers 
to man’s knowledge of the various productive 
techniques available for creating the various 
products desired by man. These techniques 
range from the simple and crude to the most 
advanced and relined. We also recall that in 
many economies some of the money savings, 
when invested, arc not embodied in the forms 


of capital goods already known but are used to 
discover new and better forms in which money 
savings may be embodied, i.e., are invested in 
efforts to improve technology. 

The knowledge and the use of the techniques 
of producing agricultural, mining, manufac¬ 
tured, and other products or utilities vary 
a great deal from country to country. These 
differences, however, are smaller now than 
they were a century ago. This is because the 
techniques of transporting products and knowl¬ 
edge have been so greatly improved. For ex¬ 
ample, when the Japanese learned about west¬ 
ern methods of production and observed their 
superior results, they took over western tech¬ 
nology, modifying it to suit their own peculiar 
conditions. The effects were a large increase in 
total want-satisfaction and a tremendous 
change in their formerly feudal organization 
for production. Russia also, under the revolu¬ 
tionaries, hastened to learn as much as possible 
about the advanced techniques used in Amer¬ 
ica and western Europe. Of all the important 
countries, only China and perhaps India have 
failed to copy western technology; but they 
will undoubtedly do so as soon as they achieve 
political stability, and a beginning has, it 
seems, already been made. 

It would be a mistake to believe that the 
so-called "western” technology is uniform 
among the countries of Europe and America. 
The geographic and social or cultural environ¬ 
ments in each country arc somewhat different, 
sometimes very different. Insofar as they do 
differ, the productive techniques differ. Thus, 
during its development, the United States was 
faced with a scarcity of labor and an "excess 
supply" of space. Consequently, since neces¬ 
sity is a main parent of invention, techmv 
logical advance came chiefly in the form of 
labor-saving and space-saving devices. America 
became preeminent in automatic machinery, in 
transportation over land, and in communica¬ 
tion. She also became preeminent in large- 
scale plants, for she had vast domestic markets. 
And her rich endowment in natural resources 
provided the materials needed to embod) 
saved dollars in the newly invented forms. 
On the other hand, the European countries, 
except Russia, had plenty of labor, small space 
relatively small home markets, and usua 
a domestic scarcity of raw materials. 5>o tne 
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European inventions were mainly material¬ 
saving ones (e.g., the synthetic chemical in¬ 
dustry in Germany) and the scales of plants 
were usually much smaller. 

4. World Social Organization 

To a greater or less extent each country in 
the world differs in its culture pattern, in the 
way it is organized for the production of want- 
satisfaction for its households. In other words, 
from nation to nation there are important 
differences in the prevailing general methods 
and general goals of economizing. 

a. General Methods of Economising 

In respect to general methods of economiz¬ 
ing, the nature and role of government, the 
nature and role of money, the nature of do¬ 
mestic markets, and the arrangements for 
inter-country trade differ. 

(1) The Role of Government, (a) Government 
within Each Country. As every one knows, in 
some countries (such as those of eastern Europe 
—Russia, Poland, Czechoslovakia,Yugoslavia, 
Roumania, and Bulgaria) there are political 
and economic dictatorships. The governments 
are authoritarian; and political democracy, as 
it is known in the rest of the western world, 
does not exist. The state owns all the impor¬ 
tant capital; socialism is believed in and prac¬ 
ticed. The households have very little political 
or economic sovereignty. The only firm of any 
importance is the state; the particular produc¬ 
ing units arc plants or industries under direct 
orders from the heads of the state firm. Mar¬ 
kets are not free markets as known in private- 
enterprise economies. In other countries (such 
as France, Canada, and the United States) 
there is the traditional sort of political democ¬ 
racy and liberty. Here economic decisions are 
mainly in the hands of private firms and house¬ 
holds. Economic and political sovereignty 
resides ultimately in their hands. Government 
exercises a good deal of regulation and control, 
and the extent thereof has been steadily and 
cumulatively increasing. But government is 
not yet the main cog in the economic machine, 
and markets are, by and large, free. 

A third kind of government relationship to 
economic life is the fascist, as found in Ger¬ 
many and Italy before World War II and in 
Spain (and to some extent in Argentina) today. 


Fascism means political and economic dictator¬ 
ship exercised in a country not in behalf of the 
working class or "proletariat" (which is the 
socialists or ‘'communist" sort of dictatorship) 
but mainly in behalf of the middle and em¬ 
ployer class. In practice, however, the political 
distinctions between socialist and fascist dic¬ 
tatorship become quite blurred once the dicta¬ 
torship has become a going concern. 

During the revolutionary build-up and 
during the revolution itself (which may be 
bloodless or may involve civil war) the dis¬ 
tinction is clear: If the leader of the revolu¬ 
tionary group works in behalf of the working 
class and against the other classes, proposes to 
suppress the latter, and promises to nationalize 
the non-human resources owned by them, he 
is a communist-socialist. On the other hand, 
if he appeals to the owners of the non-human 
resources and proposes to suppress free labor 
unionism, leaving private enterprise largely 
untouched, he is a fascist. But after the revolu¬ 
tion is accomplished and the revolutionary 
group sits firmly in the seats of political 
power, certain points of similarity (so far as 
experience thus far indicates) have seemed to 
emerge in respect to the two kinds of dictator¬ 
ship. Thus either a socialist or a fascist group 
may try to control the economic process for 
their own benefit and want-satisfaction rather 
than for the welfare of the class which helped 
to put them in power or for the welfare of all 
the households. In this case the dictator and 
his gang are nothing but big-time racketeers. 
But even if this does not happen, there may 
be other points of similarity. The socialist 
dictator usually finds that free labor unions 
interfere with the operation of his economic- 
political plans. He abolishes them and substi¬ 
tutes a sort of mild "company" unionism in 
their place. The fascist dictator immediately 
abolishes free unions in fulfillment of his de¬ 
clared program and in furtherance of his own 
plans; and he too organizes a company-union 
"labor front." Moreover, the fascist dictator 
finds that he cannot leave the direction of the 
economy to the free decisions of the firm- 
owners who helped him come to power. He 
has to have central direction and control to 
assure the success of his economic-political 
venture. So, although he does not nationalize 
the ownership of the firms and of the non- 
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human resources, he takes away most of the 
joy and profit of private ownership. He sets 
output and input quotas and he controls prod¬ 
uct and factor-service prices in a dictatorial 
manner. The socialist dictator of course liqui¬ 
dates such private ownership immediately, 
with or without compensation (usually the 
latter) to the owners, and makes the state the 
owner of resources. Thus under either authori¬ 
tarian socialism or fascism some of the main 
results are basically the same—complete domi¬ 
nance of economic-political affairs, complete 
control over the important economic business. 
In general the workers may well feel relatively 
better off under a socialist dictatorship, for 
they fought to bring the dictator into power; 
and by the same token the resource-owning 
class may well feel better off under fascism, 
which started as their baby. But in both states 
economic and political liberty as previously 
known is gone. 

There has been a fourth kind of govern¬ 
mental role in the world during recent decades, 
confined almost wholly to Latin America but 
also typical of Turkey between the first and 
second World Wars. This is a political and 
military dictatorship. But the dictator does 
not come to power on a program of warfare 
between the main horizontal economic classes 
in his country and of dominance cither of the 
proletariat or of the owners of non-human re¬ 
sources. Neither does he repress one class or 
the other or both in systematic fashion. And 
he does not typically organize completely the 
economic life of his country as the fascist and 
socialist dictators of Europe have done. He 
often represents a military clique rather than 
a broad mass party of economic and social 
reform. Such dictators have existed mainly 
in small countries and have been relatively 
unimportant in the world as a whole. 

Finally, in the past fifteen years or so, yet 
another pattern of governmental role has 
emerged—the 1946-9 pattern found in three 
of the members of the British Common¬ 
wealth, the United Kingdom, New Zealand, 
and Australia. Here there was adherence 
to traditional political democracy, along 
with widespread but democratically operated 
government controls over private economic de¬ 
cisions and an avowed long-range program lead¬ 


ing to democratic socialism. Since many of the 
controls exercised by the governments of these 
countries could be attributed to early postwar 
product-shortages and other emergencies, and 
since they were operated for such relatively 
short periods, it is impossible to judge whether 
this pattern is or is not a stable one. The big 
question is, Is democratic socialism in the 
long run a contradiction in terms? Is it, as 
a matter of practical politics, possible to have 
political democracy alongside a high degree 
of economic authoritarianism? This is one of 
the most critical economic-political questions 
of the day. 

(b) World Government. As stated many chap¬ 
ters ago, one of the outstanding characteristics 
of international economic and political rela¬ 
tions is nationalism and national sovereignty 
or independence. The highest, the supreme 
political authority over the households of 
a given region is the top government of the 
nation in which the region is located. This 
government is subject to no other government 
except through military conquest or the threat 
of it. It is not like a state, provincial, or local 
governmental unit in the same country, which 
is subject to the national government. 

No nation or group of nations has seriously 
considered yielding up its sovereignty to a 
world government or federal union in the way 
in which each of the thirteen American states 
did in 1787 when they formed the United 
States of America. World union is still only the 
dream of most international-minded persons 
who consider international conflict one of the 
chief obstacles to the maximization of want- 
satisfaction in the world as a whole. 

Since, as we shall see, it is often possible, at 
least in the short run, for one nation to obtain 
greater total want-satisfaction at the expense 
of one or more other nations' total want- 
satisfaction, it is apparent that the persons 
who espouse world government either (1) are 
willing to forego some of their own want- 
satisfaction, so that the world's total may be 
more evenly distributed; (2) believe that, in 
the absence of nationalism, world want-satis¬ 
faction will be so much higher that every one 
will be better off; or (3) have adopted a senti¬ 
mental, unrealistic point of view and have 
failed to think the problem through. 
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To say that no nation has seriously con¬ 
sidered giving up its sovereign prerogatives 
is not of course to say that the world's leading 
powers have not considered the mutual re¬ 
linquishment of certain segments of sover¬ 
eignty or that they have not organized in order 
to increase the degree of international cooper¬ 
ation and to minimize the areas of interna¬ 
tional conflict. The League of Nations, the 
related International Labor Organization, and 
the World Court were notable attempts be¬ 
tween the wars about which it is very easy 
to be cynical; but there can be no question that 
they were forward steps in world political 
progress. And, though far from realizing the 
dream (because of the big powers' jealous 
adherence to the main prerogatives of sover¬ 
eignty as a result of mutual mistrust), the 
United Nations Organization, the continuing 
I. L. O., the International Trade Organization, 
The World Bank for Reconstruction, and the 
World Monetary Fund are post-World War II 
steps of moment in the same direction. We 
shall have more to say about these organiza¬ 
tions later. 

(2) Monty and Markets. One of the appurte¬ 
nances of a nation's sovereignty is, as we 
know, exclusive control over the nation's 
currency and the quantity thereof by the na¬ 
tional government. Each nation has a different, 
independent monetary unit. Each nation can 
vary its quantity at will. And, except under 
certain conditions noted later, each can set the 
international exchange value of its monetary 
unit (i.e., can arbitrarily determine how many 
units of its currency will exchange for a unit 
of any other nation’s currency). 

National sovereignty exists also in respect 
to domestic and international markets. Each 
nation's government can decide whether the 
markets in its own economy shall be free, 
partly free and partly controlled, or wholly 
controlled. Our discussion of the differing 
roles of nations’ governments has already sug¬ 
gested international differences in domestic 
product and factor-service markets. Each 
nation's government is also free to interfere 
with international trade as best it can. As 
w* 1 } be shown in some detail later, some 
national governments may wish to leave inter¬ 
national markets relatively free to private 


decisions; others may try to impose a variety 
of unilateral controls; and still others may 
wish to have international trade conducted 
only at the government level, i.e., by state 
barter or trading. 

b. The General Goals of Economising 

In general terms, what is true internationally 
for the over-all methods of economizing is 
true for the goals. In the absence of a world 
government, the probability of agreement on 
world economic objectives is remote. Each 
nation can of course give lip-service to the goal 
of maximizing want-satisfaction in the world 
as a whole. But it would be a rare country 
indeed that could be persuaded to work to¬ 
ward this end if it feared that thereby the 
total amount of want-satisfaction for the 
households within its own borders would be 
lessened. In other words, the above-named 
goal means nothing without universal inter¬ 
national agreement on a principle of distrib¬ 
uting total want-satisfaction among the several 
nations. 

Similarly in respect to the full utilization 
of resources. Every nation can at once agree 
to the general principle chat the world's re¬ 
sources should at all times be fully employed. 
But will any nation agree to implement this 
principle if it fears that, even for a short 
period (the period of readjustment), there 
will be some unemployment within its own 
borders? 

Finally, in respect to the distribution of 
want-satisfaction among the households of 
the world (we mentioned, above, the distribu¬ 
tion of world want-satisfaction among coun¬ 
tries as such), in the absence of world govern¬ 
ment, there can be no agreement on a principle 
of distribution. Some countries will wish 
a relatively equalitarian distribution, i.e., one 
based pretty much on need. Some of these 
countries will hold that such a principle can 
be effectively implemented only under so¬ 
cialism. Other countries will wish to adhere 
more to the "productivity" principle, which 
in effect means an insistence on the private 
ownership of non-human economic resources. 

Now, so far as the distribution of income 
among households is concerned, the absence 
of a world government as such would not be 
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a heart-breaking loss,” so long as each sover¬ 
eign nation could agree with all the others 
not to interfere with the system or principle 
in force in any other country. Every nation 
could promise to live and let live under private 
or collective ownership of the resources which 
provide want-satisfaction. But if one nation 
(or a group of nations) were to believe with 
a deep religious zeal that its own principle 
is the only true, God-given one and thereupon 
were to try to proselyte the other nations or 
force its own goal upon them; or if one or 
more nations, not itself or themselves wishing 
to "convert” other nations, were deeply fear¬ 
ful and mistrustful of other nations’ intentions 
on this matter, there would be severe inter¬ 
national friction, tension, even war. The 
"cold” war of 1946-50 between the United 
States and its adherent nations and the Soviet 
Union and its partisan countries can in large 
part be explained in such terms. 

The conclusion is unavoidable: Without 
world government and the voluntary abandon¬ 
ment of national sovereignty, there can be 
little agreement on either the general goals or 
the general methods of economizing. 

There is a second important point to re¬ 
member: The multi-national economy, con¬ 
sidered as a whole, is extremely "mixed,” in 
every conceivable economic and political sense. 
The internal "mixedness” of an economy like 
the United States is multiplied many times in 
the real-world international field. 

B. The Process of Economizing 

In Chapters 30-32 we studied the economic 
process in three hypothetical multi-national 
economies: (1) one where pure competition 
prevailed in all markets and where all govern¬ 
ments had a laissez-faire policy toward private 
economic decisions; (2) one where, under a 
universal laissez-faire governmental policy, 
monopoly and monopsony were the rule; 
and (3) one in which there was an economic 
and political dictatorship in each national 
economy. 

As already suggested, the real-world inter¬ 
national economy is an economic-political 
mixture, combining elements of the three 
model economies. To be sure, no real-world 
government is as completely laissez-faire as the 
governments in our world of Atomisias and 


our world of Monopias. But there still are 
national economies in which private economic 
decisions are the rule and in which there are 
elements of pure competition. In these econo¬ 
mies there are also large elements of private 
monopoly and monopsony which have inter¬ 
national repercussions, in both the economic 
and the political fields. And there are also 
authoritarian national economies in which 
private economic decisions are negligible and 
are not allowed to affect international trading. 

In the discussion which follows we shall 
follow our usual pattern, dealing first with the 
economizing of households and firms and then 
with the economizing of governments. But 
the economic decisions of the sovereign gov¬ 
ernments are of such importance in the inter¬ 
national sphere that most of our discussion 
will be devoted to them. 


1. Households and Firms 
a. Households 


Internationally, as has already been sug¬ 
gested, there were in 1949 four main classes of 
households: (1) those possessing a relatively 
high degree of economic and political sover¬ 
eignty, as in the United States; (2) those pos¬ 
sessing partial economic sovereignty and full 
political sovereignty, as in Great Britain, 
Australia, and New Zealand; (3) those possess¬ 
ing a high degree of economic sovereignty and 
little or no political sovereignty, as under 
a South American dictatorship; and (4) those 
possessing little economic or political sover¬ 
eignty, as under a fascist or "communist dic¬ 
tatorship. It will be seen that these classes cor¬ 
respond to our categories of governmental roles. 

The economic decisions that households 
may or may not be permitted by their govern¬ 
ments to make—the allocation of consump¬ 
tion-spending among the various consumption 
products, the allocation of hours between 
leisure and work-for-incorae, the allocation 


of money resources between consumption 


and 


saving, and the allocation of savings between 
holding money and holding securities—have 
already been analyzed. They have been dis¬ 
cussed in our treatment of both the hypo¬ 
thetical international economies and 


real-world national economies, 
nothing to be added here. 


the 


ind there is 
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b. Finns 

The same thing is true for firms. It remains, 
however, for us to give some real-world flavor 
to the decisions of two classes of firms—( 1 ) 
domestic monopolies or oligopolies that sell 
products in international trade; and (2) 
monopolies and oligopolies or cartels em¬ 
bracing the plants or firms of two or more 
nations. 

(1) Domestic Monopolies and Oligopolies. Often, 
although by no means invariably, the exist¬ 
ence of a single-firm or a group-firm domestic 
monopoly which exports part of its output is 
only a step toward the establishment of an 
international group-firm monopoly or inter¬ 
national cartel. The domestic conditions which 
lead to the establishment of a domestic cartel 
(oligopoly or group-firm monopoly) are paral¬ 
leled by the world conditions leading to world 
cartelization. 

We shall return to this point under our next 
heading. Our concern here is with the inter¬ 
national operations of single-firm monopolies 
(like the Aluminum Company of America 
before World War II) and of group-firm mo¬ 
nopolies like the Copper Export Association 
of 1921-23 (composed of the big United States 
copper companies), the British and the Dutch 
rubber producers before 1923, and the German 
chemical industry and the British steel in¬ 
dustry in their earlier years. These firms or 
groups were faced with as many separate 
demand curves as there were countries in 
which there were actual or potential markets. 
The several national markets were separate 
because of the existence of transport costs. 
Then the problem of the firm or the group was 
to equalize the marginal revenues from the 
various markets. In other words some degree 
of price discrimination and dumping, as ex¬ 
plained in Chapter 32, was practiced. Where 
there was more than one firm making the 
product, e.g., refined copper, some sort of 
cartel agreement on price, total output, and 
sales quotas in the foreign countries was made 
and adhered to. 

As in the case of purely domestic monopolies 
and oligopolies, it should be understood that 
one major reason for the international variety 
was the cyclical nature of economic activity 
>n the real world, particularly in the capital- 


goods industries where depressions were most 
severely felt (recall previous discussions). In 
other words, the desire for security for profits, 
as well as for higher profits, was an important 
reason for monopolistic restriction. With 
continuous full employment some of the in¬ 
centive toward restrictionism would have 
been absent. 

(2) International Monopolies and Cartels. When 
an individual or a group-firm domestic mo¬ 
nopolist practices dumping in another country, 
such action may well seem to constitute "un¬ 
fair" competition to the monopolists of other 
countries. It invites retaliation and a price 
war or cutthroat competition which, in the 
absence of a truce or armistice, can end only 
with the elimination of the weaker rival and 
a multi-country monopoly for the stronger 
firm or group. In other words, the effect of 
an international price war or of the fear of 
such a war is essentially the same as that of 
a domestic price war or the fear of it among 
home oligopolists. So, as in the purely do¬ 
mestic case, what could seem to be more 
sensible to the rivals than to arrange a truce 
and a peace which it is hoped will be perma¬ 
nent and which will permit all firms to profit 
handsomely? In short, under such conditions 
the formation of an international cartel is al¬ 
most inevitable. The only other solution is 
for one concern to obtain control of the firms 
in other countries, usually through an inter¬ 
national holding company. 

When a domestic monopolist "dumps" his 
product abroad, the households of the foreign 
country are usually benefited by a lower price 
than the one they could obtain from their 
home firm. Similarly, when a foreign mo¬ 
nopolist makes a retaliatory dumping in the 
first market, the households therein achieve 
an increase in want-satisfaction. But upon the 
formation of an international cartel the prod¬ 
uct price in both markets comes up again, and 
the households lose. 

International cartels perform all the func¬ 
tions previously outlined for domestic ones. 
Essentially, by the devices already enumerated 
(recall Chapter 40) they divide the world 
market among the member firms and they 
fix product prices. At one time or another 
cartels have been found to exist for the follow¬ 
ing products: 
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Foods and Food Products 

Cocoa 

Coffee 

Corn products 
Fats 



Minerals and Then Products 

Aluminum 

Antimony 

Beryllium 

Bismuth 

Coal and coke 

Cobalt 

Copper 

Diamonds 

Ferrosilicon 

Ferrotungsten 

Graphite 

Iodine 

Lead 

Magnesite 

Magnesium 

Mercury 

Molybdenum 

Nickel 

Nitrates 

Petroleum 

Phosphates 

Platinum 

Potash 

Radium and uranium 

Silver 

Sulfur 

Tin 

Titanium 

Zinc 


Other Raw Materials 

Quebracho (for quinine) 

Rubber 

Timber 

Chemical Products 

Acetic acid 
Alkalies 

Borax and boric acid 

Calcium carbide 

Camphor 

Cellophane 

Cellulose 

Chlorine 

Citric acid 

Cocaine 

Dyestuffs 

Fertilizer 

Hormones 

Iodine 

Lead compounds 

Nitrogen 

Paraffin 

Pharmaceutical products 
Photographic materials 
Quinine 
Saccharine 
Sulfuric acid 
Synthetic resins 
Synthetic rubber 
Vitamin products 


Other Manufactured Products 

Arms and munitions 

Batteries 

Buttons 

Cement 

Ceramics 

Dental supplies 

Electrical equipment 

Felt 

Glass products 

Iron and steel products 

Leather 

Linoleum 

Machinery 

Matches 

Motion picture films and equip¬ 
ment 

Newsprint and paper 
Optical goods 

Phonograph and radio equip¬ 
ment 

Railway cars 
Submarines 

Textiles of rayon and of wool 

Typewriters 

Watches 

Wood pulp 

Services 

Cable and radio equipment 
Marine insurance 
Transoceanic shipping 


Of the other method of stiffing international 
competition—the international holding com¬ 
pany—we find no '•pure- cases. That is, no 
one company has ever been able to absorb and 
thus control all the firms of the world making a 
particular product or group of related products. 
But some notable attempts have been made, 
such as those by the Unilever organization of 
Britain and Holland (soap, vegetable oils 
etc.); the Imperial Chemical Industries of 


rreat Britain; the Continental Linoleum 
Inion, a Swiss holding company which domi- 
ated the whole European linoleum industry; 
he Swedish Ivar Kreugers Internationa 
-latch Corporation; and the Internationa 
elephone and Telegraph Company of the 
Inited States. Although complete control was 
ever attained by these firms, they were effec- 
ive in promoting international cartels in 
elation to other, smaller companies; and they 
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were effective in obtaining lions’ shares of 
markets and profits. 

2. Government Economizing 
a. General Statement 

When, in the dynamic real world, a firm in 
one country tries to sell part or all of its out¬ 
put in one or more other countries or when it 
tries to promote or participate in an inter¬ 
national cartel or an international holding 
company, it incurs certain risks to which it 
would not be subject if it played solely in its 
own yard at home. The success of its plans 
over time becomes subject to conditions much 
less under its control. Among these condi¬ 
tions—perhaps dominant among them—are 
the attitudes, laws, and administrative policies 
of other governments. The firm of course wishes 
these things to be favorable to its profit-seeking 
operations. 

There are three main ways in which the firm 
may try to obtain favorable attitudes and 
policies from other governments. It may set 
up branch firms in the foreign countries, put 
natives of those countries in charge of these 
branches, and have these managers exercise as 
much lobbying influence as possible on their 
government. Or it may try to get the firm in 
the country with which it has amicable rela¬ 
tions (as in a cartel) to exert such influence. 
Third, it may try to influence its own govern¬ 
ment to exert favorable influence or pressure on 
the foreign government. Furthermore, if the 
firm’s and its government's pressure on foreign 
governments is unsuccessful, or if a firm selling 
wholly in the domestic market is unfavorably 
affected by the sales efforts of foreign firms, 
the domestic government may be asked to 
retaliate against the foreign firms and govern¬ 
ments in one or more of the ways to be noted 
below. 

In any case, in the real world the govern¬ 
ments of the countries whose markets are sub¬ 
ject to competition from foreign firms or 
whose firms try to sell in foreign markets, 
become involved in decisions or choices among 
alternatives. In the broadest terms they must 
decide whether to keep hands off or to inter¬ 
fere in private international trade. They must 
learn whether or not these alternatives are 
divisible or indivisible; that is, they must learn 


whether various degrees of interference are 
possible. They must weigh what they consider 
to be the relative costs and utilities of these 
alternatives in marginal terms; and, if the 
alternatives are thought divisible, select the 
amounts of each which together are believed 
to maximize utility. (We shall consider the 
meaning of this ’’utility'' in a moment.) 
Suppose, then, that a moderate amount of 
interference is chosen. The government of any 
country must then decide between further 
alternatives. What shall be the nature of the 
interference? Shall it be in favor of free trade 
of the purely competitive kind? Shall it be in 
favor of international cartelization? Shall it 
work for sales advantages for domestic firms 
in competition with foreign firms? Shall the 
interference be directed so as to enhance the 
international political power of the country, 
i.e., shall foreign trade be used as an instru¬ 
ment of national aggrandizement in the inter¬ 
national political sphere? 

In choosing among the above alternatives, a 
particular government must of course decide 
whose utility is to be maximized. We may take 
it as almost axiomatic that, under the inter¬ 
national circumstances thus far prevailing, no 
government is going to try to maximize total 
utility in the world as a whole. In the field of 
multi-national economic-political relations it 
tries to maximize domestic rather than inter¬ 
national welfare. A nation's government thus 
has to decide which indivisible alternative or 
which combination of quantities of divisible 
alternatives (listed above) promises, in terms 
of relative marginal economic-political costs 
and utilities, to maximize (or to make the 
largest contribution toward maximizing) total 
utility within its own borders. 

But here a further question arises: Within 
its own borders, the government will try to 
maximize whose total utility? That of the party 
in power or of its ruling clique? That of all 
the households in the country? That of a 
particular class of households such as the 
owners of firms? Whose? The costs and utilities 
of the alternatives mentioned above will differ 
depending on whose utility within the nation's 
borders is to be maximized by a government 
program on foreign trade. 

Once the above-mentioned decisions have 
been made, there are further required choices. 
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Which specific measures—whar kinds of laws 
and administrative policies—are best suited 
(again in terms of relative costs and utilities 
at the margin) to effectuate the broader, more 
general decisions? Suppose a particular national 
government has selected a large quantity of 
interference with free, private international 
trade. Suppose further that it has decided upon 
a large amount of the kind of interference 
which is for the benefit of the owners of 
domestic firms in their competition with 
foreign firms. Then there are protective tariffs, 
export subsidies, fostering of domestic cartels, 
import quotas, and controls over the foreign 
exchange rates, and even war to be considered 
and weighed. On the other hand, suppose a 
government has decided to try to maximize the 
want-satisfaction of its own households as a 
whole, has decided to interfere to a consider¬ 
able extent in international trade, and has 
decided on a large quantity of effort in behalf 
of the purely competitive kind of free trade. 
Then it has anti-trust measures, tariffs for 
revenue only, free exchange rates, and com¬ 
mercial treaties and trade agreements with 
other governments to consider and weigh. 

The sets of specific alternatives just men¬ 
tioned may be considered by us mainly in 
respect to world allocation of resources and 
world distribution of want-satisfaction within 
a mainly-stationary framework. But, as we 
know, the real international economy is a 
dynamic one, and the problems of economic 
progress and full resource-utilization are also 
of tremendous importance. Depressions, booms 
stagnations tend to spread from country to 
country. World price expectations, degrees of 
uncertainty, propensities to consume, and in¬ 
ducements to net investment are all very much 
in the picture. These things being so, not only 
do the measures mentioned in the preceding 
paragraph have dynamic repercussions; there 
are also other government measures—control 
over the domestic interest rate, control over 
the domestic quantity of money, and govern¬ 
ment revenue-spending policy—which govern¬ 
ment must consider and weigh in terms of 
maximizing want-satisfaction within its coun¬ 
try. Such a consideration and balancing must 
now include the international costs and utili¬ 
ties. That is, any policies on interest rates, 
quantities of money, and government budgets 


must be based not only on an estimate of direct 
domestic effects but also on an estimate of 
indirect effects on the domestic economy. A 
given government may well not care whether 
its domestic policies produce an inflation or a 
deflation in some other country as such; but 
it must consider the possibility that such an 
inflation or deflation will happen and in turn 
produce unfavorable effects within its own 
borders. 

In the discussion which follows, our point 
of view will be international as well as na¬ 
tional. We shall look at the specific measures 
mentioned above from the standpoint of the 
whole world's welfare as well as from the 
standpoint of a single economy’s welfare. 
From the world standpoint wc shall subsume 
the measures under two main headings: (1) 
governmental obstacles to proper world re¬ 
source-allocation and utilization; and (2) 
governmental efforts to promote proper allo¬ 
cation and stability. 

b. Specific Measures affecting World Trade 

(1) Obstacles Raised by National Governments. 
Wc deal briefly below with four governmental 
measures which, from the standpoint of maxi¬ 
mizing want-satisfaction in the world as a 
whole, have very little if any long-run utility 
and very high long-run costs. For any par¬ 
ticular country, however, the measures may, 
at least in the short run, have considerable 
utility in relation to the costs. The measures 
are ( a ) tariffs; (A) subsidies and other en¬ 
couragement to private firms to sell abroad; 
(c) import quotas; and (</) exchange controls. 

(a) Protective Tariffs, (i) Nature. A tariff may 
be defined as a duty or tax levied by the 
government of one country on the importation 
of a product from one or more other countries. 
As such, the tariff adds to the cost of importing 
the product. 

Tariffs may be classified in various ways. 
As to effects, there are two broad categories: 
GO Tariffs which are imposed at relatively 
low rates (much like domestic excise or sales 
taxes) in order to raise the income of the 
government are known as revenue tariffs. (U 
is possible for a revenue tariff to involve a 
high rate of duty if the product is a neces¬ 
sity," i.e., if the demand is of low elasticity, 
and if it is available only from a foreign 
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source.) (£) Tariffs whose primary objective 
is to reduce considerably the quantities of 
goods imported are known as protective tariffs. 
Our interest here is almost wholly in the 
latter. In respect to the nature of the duty, 
there are also two main kinds: (*) Those 
imposed in terms of so many cents, shillings, 
francs, etc. per physical unit of the product (so 
much per ounce, per square foot, etc), are 
called specific duties. (£) Those measured as a 
percentage of the value of the product (which is 
variously computed) are known as ad valorem 
duties. In respect to coverage or application , 
some countries’ tariffs apply uniformly to all 
other countries, while other countries’ tariffs 
discriminate against particular countries. For 
example, in 1938 Brazil imposed uniform 
duties on given imports for all countries, 
while Australia had three kinds of rates— 
the "preferential" ones for other members of 
the British Commonwealth, '‘special" rates 
reached by negotiation with non-British 
countries, and general rates applying to all 
other countries. 

(ii) Economic effects. When a country's govern¬ 
ment decides to raise its tariff rates or when it 
imposes a tariff where none had existed, the 
effects may be many and devious. We shall 
consider these briefly, first under the assump¬ 
tions of partial, stationary analysis; second 
under general, stationary assumptions; and 
third under general "dynamic" assumptions. 

Partial , stationary analysis. Let us first assume 
that in a country where no tariffs had existed 
before—or in a country in equilibrium with a 
given set of tariff duties already in effect—a 
customs duty is imposed or raised on a single 
product that has been both produced by do¬ 
mestic firms and imported from one other 
country’s firms. Let us also assume that all 
conditions except those affecting the demand 
for and the supply of this product in the im¬ 
porting country and in the exporting country 
remain unchanged. Let us assume further that 
there are no other import-export costs—no 
transportation charges, etc. And, finally, let 
us assume that in both countries the product 
«s produced under conditions of increasing 
cost. Our problem then is to discover what 
happens to the price of the product and to 
the quantity of the product produced and con¬ 
sumed in each country. 


These effects may best be understood with 
the help of two diagrams. Consider Chart 141, 
which shows, for a particular commodity, the 
equilibrium between an importing country I 
and an exporting country E before and after 
the imposition of a tariff by country I. In 
both the A and the B diagrams quantity is 
measured on the X axis and price on the Y axis. 
In both diagrams also, the conditions of supply 
and demand for the product in the respective 
countries are depicted back to back; the Y axis 
is common to I and E. Product-quantity for I 
is measured leftward from 0, and for E right- 
ward from 0. This fact makes the slopes of 
I s demand and supply curves appear to be the 
opposite of those to which we have become 
accustomed, such as E’s curves. 

In the A diagram we sec that, before trade 
begins between I and E the product is turned 
out in country I to the amount of OjQ, and at a 
price of Q,P,. In country E the pre-trade equi¬ 
librium output and price arc represented as 
OQt and Qj,?4- After trade begins, the product 
price is determined by the combined conditions 
of supply and demand. So on one side of the 
Y axis we must show a group demand curve, 
which sums the separate demand curves of the 
two countries, and a combined supply curve, 
which sums the I and E supply curves. This is 
done on the right side of our diagram, where 
we find the demand curve DD, +t and the 
supply curve SRS,+ 4 . The intersection of these 
two curves gives the product price P i+4 which, 
in the absence of transport and other costs of 
moving the product, will prevail in both 
countries. (We may consider this price always 
in terms of E’s currency.) If now we draw a 
horizontal line from point P, + , through the 
respective domestic supply and demand curves 
of the two countries, we can discover the 
quantity that will be produced and the quan¬ 
tity that will be consumed in each country. 
In the importing country the quantity KA(0d l ') 
will be bought and consumed at the over-all 
price, and of this amount the quantity KB(0/,) 
will be produced locally, with quantity 
BA(s,di ) imported from country E. In the latter 
country, the quantity KC(O^) will be bought 
at the over-all price, and the quantity KD (Or.) 
will be supplied, leaving an export surplus of 
the amount CD (d e s,'). It should be care¬ 
fully noted that under the given conditions 
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CHART The Direct Effects of a Protective Tariff 

141 

A: Equilibrium before imposition of tariff 


Y 



Y 
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the quantity imported into I must equal the 
quantity exported by E; AD = CD in the 
diagram. 

Now suppose that I's government places a 
duty on the importation of the product. If 
the amount of the duty exceeds the difference 
in the prices of the product in the two countries 
before trade began—that is, if the tariff is 
higher than the vertical difference between 
QiPi and Q,P e in diagram A—trade will be 
completely stopped; E's exporters would, in 
order to cover costs (including the tariff) have 
to charge a price higher than the domestic 
price in I, and E’s exporters would find no 
buyers. If the amount of the tariff is less than 
the pre-trade price difference, the quantity 
exported-imported will be reduced, but trade 
will continue to some extent. 

It should be most carefully understood that, 
in the case where some trade persists, the price 
of the product in I will not, under our assump¬ 
tions, rise above the pre-tariff price by the 
amount of the duty. The price in I will be 
higher than the price in E by the amount of 
the tariff. But the product price will fall to 
some extent in E, so that the amount of price 
increase in I will be less than the amount of 
the duty. 

Diagram B in the chart shows how the 
conclusions of the two preceding paragraphs 
are supported. To country E the imposition of 
the tariff is equivalent to a leftward shift of 
the I demand curve (we show this as a shift 
to the right on the diagram because the I 
curves are "backward”)- The extent of the 
shift may be depicted by dropping the whole 
I side of diagram B by the amount of the duty 
OT. This makes I's demand and supply curves 
shift down vertically by the amount OT. With 
these new I curves, then, we could draw a new 
combined or two-country supply curve and a 
new combined demand curve. These curves 
are not shown in the diagram in order that a 
multiplicity of lines be avoided, but their 
intersection would be at a point on the new 
price line P'. This new price is lower for 
country E than the former price P. But it is 
also higher for country I than the former price 
P: The distance from the old X axis to the P 
line is less than the distance from the new, 
lower X axis (for country I) to the P' line. 


(The new price in I must of course be measured 
from the lower, X' axis.) 

Thus, the new price in I is shown as O'K' 
and E as OK'. These two prices differ by the 
amount of the tariff OT. But the new price in 
I is not higher by this amount 0T\ it is only 
higher to the extent that O'K ' is higher than 
OK. And in country E the price is lower by 
the difference between OK and OK' or KK'. 

It is clear also that the tariff operates to 
diminish the quantity of exports-imports; in 
the diagram A'D' = CD' is smaller than 
AD = CD. The tariff also causes an increase 
in I’s domestic output from KD to K'D' and a 
decrease in E's output from KD to K'D'. 

If it is true, as demonstrated, that the I price 
will differ from the E price by the amount of 
the tariff and that the price will have risen in 
I and fallen in E, the question next arises. 
What conditions determine how much the 
price rises in I and how much the price falls 
in E? To answer this question, consider how 
we found the equilibrium prices in the A and 
B diagrams: It was by combining the countries’ 
demand curves, each of which expressed certain 
elasticities and amounts; by combining the 
countries’ supply curves, each of which also 
expressed certain elasticities and amounts; and 
by noting the intersection of the two combined 
curves. Clearly, then, the new, post-tariff 
product prices in the two countries depend on 
the relationships between the amounts and 
elasticities of the countries' supplies and de¬ 
mands. This is the general answer to the 
questions. More specifically, we find the fol¬ 
lowing: (1) The greater the elasticity and 
amount of supply in country E and the less 
the elasticity and amount of supply in country 
I and the greater the elasticity and amount of 
demand in E and the lower the elasticity and 
amount of demand in I, the greater will be 
the price rise in I and the smaller the price 
decrease in E. (2) The lower the elasticities 
and amounts of supply and demand in E and 
the higher in I, the smaller will be the price 
increase in I and the greater will be the 
decrease in E. 

For fuller explanation let us take just the 
first item in generalization (1) above. If the 
elasticity of supply is high in country E, we 
have a situation in which costs fall slowly as 
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output decreases. The cost or supply curve is 
relatively flat. Assume that the latter is the 
situation when country I imposes a tariff. In 
country E, then, there is a large decrease in 
output without much fall in price in that 
country. The large decrease in E's output leads 
I to produce more at home. But if I's supply 
curve is inelastic, a rise in I s output can be 
accomplished only at sharply increasing costs, 
necessitating a considerable price increase in I. 
The more inelastic or steep I's supply curve is, 
the greater will be the price increase there. 

Let the student demonstrate with diagrams 
the truth of the other items in generalizations 
(1) and (2) above. 

General, stationary analysis. Now let us re¬ 
move the partial assumption (that the im¬ 
ported, dutiable product is so unimportant an 
item that its effects on the rest of the economy 
are negligible) and consider the effects of a 
tariff that has substantial reverberations on the 
whole economy. In our first analytical step, 
however, we shall retain our stationary 
assumptions. 

We may attack the problem by using the 
tools and concepts developed in Chapters 12 
and 18 for, respectively, a single household 
and a single firm. When country I imposes a 
tariff on a given important product, the previ¬ 
ously existing general equilibrium in each 
country will be disturbed. Ultimately a new 
general equilibrium will be reached in both 
I and E, but the allocation of resources in 
each will be different from the former one. 

The new equilibrium allocation in each 
country will be reached through income and 
substitution effects of the tariff-induced change 
in the price of the product. Consider first 
country I. With a given quantity of money 
income (our stationary assumption), there is a 
negative scale or income effect. This tends to 
reduce the consumption of all products, even 
those whose prices did not at first change. In 
other words, the households' "real” purchas¬ 
ing power has been reduced. But there is 
another tendency at work, the substitution 
effect For products that are close substitutes 
for the tariff-taxed product, the substitution 
effect will outweigh the income effect; these 
products will experience a net increase in de¬ 
mand. For products that are complementary to 
the taxed product, however, the income effect 


will predominate; these products will ex¬ 
perience a net decrease in demand. Products 
that are neither close substitutes nor comple¬ 
ments will have little if any change in demand. 

To summarize the changes on the demand 
side, then, we find that (*) the quantity of 
the protected product bought by I's households 
falls because of the negative income effect plus 
the substitution effects against it (but the 
quantity of this product bought from I’s firms 
increases , the loss being experienced by E's 
producers); (£) the quantities of substitute 
products bought increase; and (c) the quantities 
of complementary products bought decrease. 

Given the domestic supply curves for these 
three classes of products, we find then the 
following changes in prices and in quantities 
produced, with accompanying changes in the 
allocation of productive factors or resources: 
(«i) The output of the protected product by 
I s firms increases, with an increase in the 
product's price. (0 The outputs and prices of 
substitute products rise, (c) The outputs and 
prices of complementary products fall, (d) The 
outputs and prices of products exported from I 
fall, because of reduced buying from abroad. 
The foreign demand curves for these products 
have shifted to the left because of I's reduced 
purchases of the foreign-produccd product. 

However, the supply curves of some products 
are not necessarily "given"; that is, the im¬ 
position of the tariff may cause some supply 
curves to shift leftward. Such a shift will take 
place to the extent that the protected product, 
which now has a higher price, is used as a raw 
material in the production of the other prod¬ 
ucts. There is a tendency for the prices of such 
products to increase. 

In the end, the effects work themselves out 
and a new general equilibrium and allocation 
of resources prevails. Resources have then been 
shifted from the production of low-cost export 
products to that of the high-cost protected 
product, and resources have also been re¬ 
apportioned among substitute and comple¬ 
mentary goods. In general there has been a 
loss in specialization and the new allocation 
of resources is less economical than before. 
Total want-satisfaction in country I has been 
reduced just as certainly as .t would have 
been by some event which raised the costs ol 
transporting E's product to I. 
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But not all the households within country I 
experience a loss in want-satisfaction. The 
owners of the firms for whose products the 
demand has shifted rightward are better off. 
Against these gains in individual want-satis¬ 
faction, however, must be offset the losses of 
the households which own the firms for whose 
products the demand has shifted to the left, 
plus the losses of all the households experienc¬ 
ing losses in '‘real” purchasing power. These 
losses probably outweigh the gains. Further¬ 
more, nothing has happened to make the dis¬ 
tribution of income less unequal. The chances 
are that it has become more unequal because 
of the preferred position given to the pro¬ 
tected " firm-owners. Here, on the assumption 
that the capacity to enjoy is distributed rather 
equally, is an additional source of loss in total 
want-satisfaction for the economy as a whole. 

Let the student analyze, in a manner similar 
to that employed above, the repercussions in 
country E of the lowered price and output of 
its exported product. 

General “dynamic" analysis. Now consider 
the conditions in both economics to be not 
only “general" but also 'dynamic” following 
the imposition of a tariff by country 1. That is, 
we now have the quantity of money as an 
independent variable and we admit uncertainty 
and variability of expectations, which readily 
become elastic. Under these conditions some 
of our conclusions for partial and stationary 
conditions may have to be reversed. In this 
case there may be a net upward or downward 
movement in the economy as a whole. Total 
spending may rise or fall as the process of shift¬ 
ing resources from I's export industries to the 
protected industries gets under way. There 


may well be a decline in the general price 
level, which, with elastic price expecta¬ 
tions, could plunge the country into an eco¬ 
nomic tailspin. On the other hand any such 
tendency may be more than counteracted by a 
boom in the protected industries. The price 
level might rise; and this, with elastic expecta¬ 
tions, could set off an inflationary spiral. It 
is impossible to make a general statement 
about whether the economy will stay on an 
even keel or pitch upward or downward. 
However, if a country that is largely dependent 
upon its exports suddenly erects a tariff which 
reduces imports from its principal customers, 
the chances are that unemployment in the 
export industries will outweigh the other 
effects and start the country into a general 
downswing. On the other hand, if a newly 
created tariff does not affect the country’s 
export customers directly or immediately and 
if the protected firms are all ready to take 
advantage of their government's befriending, 
there may well be a considerable capital ex¬ 
pansion in the protected industries. This, plus 
the probable influx of gold due to the "favor¬ 
able balance of trade,” may well, at least for 
a while, stimulate the economy and touch off 
a boom. In the longer pcrioJ, however, a net 
gain from a protective tariff is highly to be 
doubted. Retaliation from other countries is 
invited. A tariff war may well get under way; 
if severe enough, trade may be all but stifled, 
and in the end all countries may be worse off. 

Let the student apply this general sort of 
analysis to country E. Let the student also 
repeat the entire partial and general analysis 
for the case in which country I makes a re¬ 
duction in a previous protective tariff. 


Part Three • Section D 



The Economic Process in the 
World Economy (concluded) 


B. The Process of Economizing ( Concluded ) 
(iii) The controversy over the desirability of 
tariffs. All the possible economic effects of 
tariffs examined in the preceding chapter should 
he considered by the government of any coun¬ 
try which is contemplating the relative costs 


B. The Process of Economizing (concluded) 

iii. The controversy over the desira¬ 
bility of tariffs 

Costs and utilities which merit 

consideration 

Fictitious utilities 

(b) Subsidies and ocher encouragements 
to private firms 

C c) Import questions and licenses 

(d) Exchange control 

(e) Summary 

(2) Efforts to remove the obstacles to world 
trade 

(a) Commercial treaties and trade 
agreements 

i. The commercial policy of the 
United States 

ii. British commercial policy 

iii. The Soviet Union 

iv. The International Trade Organi¬ 
zation 

(b) International monetary cooperation 

(c) International cooperation for in¬ 
vestment and world economic 
progress 

C. Government economizing and war 

C. The Results of Economizing 

1. Total and per-capita real income in the world 
and its countries 

2. Economic progress in world and national 
income 

3. Extent of resource-utilization 

4 The allocation of svorld economic resources 

a. Leisure versus income 

b. Consumption versus saving-investment 

c. Allocations of total consumption and in¬ 
vestment spending 

d Obstacles to optimum allocations 
5 . The distribution of money incomes and want- 
satisfaction . . 

6 Summaiy and conclusions on international 

economizing 

D General Summary and Conclusions 


and utilities of free trade versus protection as a 
way of maximizing the want-satisfaction of 
whatever group of households the government 
is concerned with. But there arc other costs and 
utilities which in the real economic-political 
world a government must weigh before making 
its decision. And there are still other utilities 
which government is asked by at least some of 
its households to weigh but which are largely 
or wholly fictitious. 

Costs and utilities which merit consideration. Re¬ 
calling our general, stationary analysis above, 
one might be inclined at first to conclude that 
any imposition of new tariffs or any raising of 
existing tariffs would have only the effect of 
raisallocating resources and preventing income- 
maximization in the tariff-raising country, in 
other countries, and in the world as a whole. 
But we have seen that, apart from the loss from 
misallocation, the tariff-imposing country may 
benefit as a whole if, starting with less than 
full employment, (*) it manages to make the 
price expectations of households and firms (in¬ 
cluding banks) upward-elastic; (£) it thereby 
increases the total of consumption spending 
and investment spending; and (c) it thereby 
increases the extent of resource utilization and 
the size of the national real income. One trouble 
with such an apparently beneficent result is 
that it is unlikely to endure. As pointed out at 
the close of Chapter 47, when one country tries 
to obtain a -favorable balance of trade by 
tariffs or by any of the other measures (dis¬ 
cussed below) that have come to be known as 
bertar-my-neifhbor policies, its success is likely 
to be only temporary because of the retaliation 
that is invited from other sovereign govern¬ 
ments. Beggaring one's neighbor is not a game 
of solitaire; it is as many-handed as there are 
governments concerned with their countries 
foreign trade balances. Consequently, any one 
government must weigh this longer-range cos 
against the possible utility of the s ort-ru 
effect. 
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Let us suppose that the dynamic determi¬ 
nants (expectations, etc.) are such as to achieve 
the result found in our stationary analysis, 
namely a loss to the country as a whole when 
it imposes a tariff. If this did happen—so that 
there was not even a short-run utility from the 
program—it is still possible that the govern¬ 
ment would levy the duties if it were trying to 
maximize the want-satisfaction not of all the 
households but merely of the households which 
owned the domestic firms seeking protection. 
We must never lose sight of the fact that the 
costs and utilities are to be measured in terms 
of whose utility is to be maximized. 

We come next to matters which merit very 
serious consideration in our review of the rela¬ 
tive costs and utilities to be considered by 
governments in respect to tariffs and related 
measures: These are the benefits of economic 
and political self-sufficiency. Let us begin with 
a world of full employment. In such a world, 
as we have seen, each country as a whole loses 
and the world as a whole tends to lose in total 
want-satisfaction because tariffs eliminate at 
least part of the gains from national speciali¬ 
zation. This is a tremendous possible economic 
cost. But in the real dynamic world we have 
to recognize the existence of three stubborn 
facts: (1) Depressions and booms tend to 
spread from country to country. (2) The coun¬ 
tries of the world are at different stages of 
economic and political development. Some are 
still mainly agricultural but are beginning to 
industrialize, while others are in the advanced 
industrial stage, and still others are more or 
less intermediate. As increasing industrializa¬ 
tion occurs in the first and third kinds of na¬ 
tions, the world-competitive positions and 
economic welfare of the second class (e g.. 
Great Britain) are jeopardized. (3) National 
political sovereignty prevails. The threat of 
war is rarely absent, and there is no world 
government to eliminate war. Any country in 
wartime needs to be almost wholly self-suffi¬ 
cient economically, yet at such a time it may 
be shut off from access to basic, vital materials 
and products. In short, in the real dynamic 
world, as in Barterland (recall page 147), 
'here are significant hazards to the extreme 
specialization that would occur in many coun¬ 
tries under a tariffless international trading 
system. A totally self-sufficient country might 


well succeed in isolating itself pretty much 
from the shocks of world cyclical fluctuations, 
world secular economic progress, and world 
conflict. To the extent that tariffs might con¬ 
tribute to the avoidance of such shocks by a 
particular country, the tariffs might be con¬ 
sidered to have considerable utility for such a 
country. But the previously mentioned costs in 
loss of economic want-satisfaction could be 
very high. 

Finally, the government of a young and 
growing country may believe there is utility 
in protecting with tariffs certain "infant indus¬ 
tries" which it feels can hold their own in 
world competition (especially the competition 
with the same industries long established in 
older countries) after they have been allowed 
to develop the necessary labor skill and techno¬ 
logical know-how. In other words, given the 
necessary initial protection, these industries 
would operate with downward-shifting cost- 
curves for some time—until their costs were 
"competitive” with the costs of the same 
industries in other countries. Thereafter the 
protection could be removed, and the industries 
could survive. This was the argument advanced 
by Alexander Hamilton in favor of early United 
States tariffs on various manufactured products. 

But tariffs on this basis have disutilities as 
well as the above-stated utility. One is that 
the full cost of developing infant industries is 
not borne by the investors; some costs arc 
borne by the consuming households in the form 
of higher prices. Another disutility is the 
difficulty of discovering which industries are 
truly "infant” ones, i.e., which ones will grow 
from infancy to maturity and be able to stand 
unaided when the protective support of the 
tariff is removed. If errors are made, there is no 
long-run gain. Another difficulty is that, 
when the infants reach lusty manhood, they 
may have achieved such economic and political 
power that they are often able to pressure 
government into continuing the protection 
even when it is not needed. Thus government 
becomes a party to the fostering of monopoly 
power and profits. Finally, it is probable that 
direct government bounties or subsidies pos¬ 
sess considerably higher utility or effectiveness 
than tariffs as a method of raising industrial 
infants. It is easier politically to withdraw 
subsidies than tariffs when the infants grow 
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up; there is less inertia to overcome. And the 
costs of the help may be more equitably dis¬ 
tributed; that is, a tariff imposes in effect an 
indirect tax mainly on the low-income house¬ 
holds and is thereby regressive, whereas the 
subsidy funds may be obtained chiefly by pro¬ 
gressive direct taxes. 

We repeat, insofar as the government of a 
country is concerned with the welfare of all its 
households, these costs and utilities must be 
carefully weighed. However, if the government 
is trying to maximize mainly the welfare of 
the households which own the firms to be 
directly benefited, the government will doubt¬ 
less conclude that the utility of a tariff con¬ 
siderably exceeds its disutility. 

Fictitious utilities. Now let us look briefly at 
the main fallacious arguments frequently 
raised in support of tariffs. These arguments 
have been repeated again and again in various 
countries (particularly the United States) and 
have been used to enlist the political votes of 
"the masses" in support of a program intended 
to provide abnormal profits to a relatively 
small number of household firm-owners at the 
expense of a loss in want-satisfaction to the 
majority of households. 

First, there is the argument slanted toward 
the households of industrial wage-earners, 
sometimes called the "full dinner-pail" argu¬ 
ment, sometimes known as "protecting the 
American standard of living,” sometimes 
masked as "protecting American wages and 
jobs from the competition of foreign pauper la¬ 
bor." The argument runs like this: "American 
wage rates and wage incomes are the highest 
in the world. Those in other countries, par¬ 
ticularly in such nations as Japan and Italy, 
are so low that, without tariff protection 
against the importation of products from such 
countries, their products will undersell the 
American products, forcing the American firms 
out of business and throwing American workers 
out of work and income." 

Let us analyze this statement. Consider two 
American industries. In the first the United 
States has a comparative advantage in world 
trade; the industry is not protected by a tariff 
and needs no protection. In the second, the 
United States has a comparative disadvantage, 
this industry could not exist without tariff 
protection. Let us assume that both industries 


use the same kind of labor. The wage rate is 
the same for each industry and in each is equal 
to labor’s marginal revenue product or MRP. 
(For simplicity we assume purely competitive 
buying of labor.) The MRP is the product of 
multiplying the marginal physical product 
(AIPP) by the marginal revenue (MR). In the 
first industry the wage rate is high because of 
the industry’s international technological su¬ 
periority; the MPP is high. The MR may also 
be high, but it is not so high as it would be if 
the other industry were not protected; if 
America gave to another country purchasing 
power by abandoning the second industry and 
buying the product from the other country, 
the demand for the first industry's product 
would be higher, and thereby the MR would be 
higher. Nevertheless the wage rate paid by the 
first industry is higher than the rate that could 
be paid by any foreign producer of its product. 
But this fact does not mean a high cost per unit 
of product. On the contrary, because of Ameri¬ 
can technological superiority, the unit cost is 
lower than that of any lower-wage foreign 
producer. 

Now, because of competition for labor be¬ 
tween the two American industries the wage 
rate paid by the relatively inefficient, pro¬ 
tected industry is the same as that paid by the 
first. But here labor’s MPP is low relative co 
the first industry's MPP and relative to the 
MPP in the more efficient foreign industry. 
However, because of the tariff the demand, and 
therefore the MR, is made artificially high for 
the second American industry. The product of 
MPP times MR is therefore high enough to 
permit the protected industry to pay the same 
wage rate as the first. 

Now suppose that the tariff protection is 
removed from the second industry. Does not 
the competition of the foreign product then 
bankrupt the domestic firms and throw their 
workers into unemployment? It certainly ocs 
-until the labor and capital in the defunct 
industry can be transferred to the more cfhcien 
industry. And this is exactly why the argument 
for the tariff is advanced. It is a short-run, par¬ 
tial-equilibrium argument. No household own¬ 
ing part of the industry or working for it want 
to undergo the very considerable cost of trans¬ 
ferring to some other industry m order to help 
the national economy as a whole. Even 
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temporary unemployment of capital or labor is 
most unpleasant. In the real world, moreover, 
even after transference, particular workers 
whose training was specialized in the old 
industry may have to accept jobs in lower- 
paying occupations in the more efficient indus¬ 
tries unless they can be effectively retrained. 
We can thus understand why such households 
support a political demand for a particular 
protective tariff. And we can also understand 
how the "partial” argument is generalized to 
apply to all households. It is so easy to jump 
to the conclusion that what is true of one 
individual or group must be true of all indi¬ 
viduals and groups together. We have seen 
again and again in this book how the con¬ 
clusions reached through partial analyses must 
be modified—sometimes are dead wrong— 
when the economy as a whole is to be con¬ 
sidered. 

But how can we be sure that even in the 
longer period labor and other resources will 
move into America’s more efficient industries? 
Because, after the tariff is abolished and 
America's households buy from abroad the 
formerly protected products, the foreign coun¬ 
tries will have dollars with which to buy the 
products of the more efficient American indus¬ 
tries. The demand curves for these products 
shift rightward, causing output and employ¬ 
ment therein to expand enough to use all the 
temporarily unemployed resources. Wage rates 
will not be depressed in these industries be¬ 
cause the rightward shifts in the product- 
demand curves more than compensate for the 
rightward shifts in the labor-supply curves. 
(It is very unlikely that labor should obtain 
lower wage rates when it moves to an industry 
that is more efficient and has never needed a 
protective duty.) As a matter of fact, real 
wage rates will rise in the economy because of 
the fall in the cost of living made possible by 
the importation of the lower-cost foreign 
products. 

Although it is true, then, that each single 
economy as a whole and the world as a whole 
would benefit by the removal of protective 
tariffs—just as they would benefit if transpor¬ 
tation costs could be "abolished"—and al¬ 
though we understand that only temporary 
loss of income and employment would result 
for certain groups while they were being trans¬ 


ferred to the more efficient industries (unless 
price expectations turned elastic downward 
and a general depression were precipitated), 
we must recognize that there is one possible 
qualification to the above conclusion—one case 
in which the removal of a tariff duty might 
cause a fall rather than a rise in the country’s 
wage rates. Labor’s share of the national in¬ 
come, in a country like the United States 
(where labor is scarce in relation to capital), 
might suffer by the removal of protective tariffs 
if the imported products poured in from 
countries like Japan, where labor is relatively 
plentiful. Our previous discussions, particularly 
in Chapter 31, suggest that—to whatever 
extent product movement is a substitute for 
labor movement, or to whatever extent 
Japanese labor is the equivalent of American 
labor; and to whatever extent the industries 
into which the displaced American labor 
moves have lower proportions of labor to 
capital than the proportions in the formerly 
protected industries—the imports would mean 
in ertect that labor had migrated to the United 
States, thus making labor less scarce in this 
country and lowering its MRP. We saw that 
in such cases the national income would rise 
in both Japan and America; but Japanese 
labor's share of the Japanese income would tend 
to rise while American labor’s share of the 
American income would tend to fall. However, 
the fall in American labor’s share would have 
to be large before the absolute amount of labor 
income would fall. This is because American 
total income rises after the removal of the 
tariff. Furthermore, in the real world, Japanese 
labor is not the same as American labor, and 
product movement is not a full substitute for 
labor movement. 

Those who expect to gain by protective 
tariffs have also put forward a contention in¬ 
tended to influence "the farm vote." This con¬ 
tention is commonly labeled the "home 
market" argument. It is claimed that farmers' 
representatives in the Congress should vote for 
protective tariffs because the tariffs increase 
the employment and incomes of American 
industrial workers who buy American farmers' 
products. This argument for the utility of 
tariffs is fictitious even for the farmers as a 
"special-interest" group. It is fictitious for two 
related reasons: First, as we know, if imports 
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are curtailed, exports will also be curtailed. 
Foreigners cannot buy American products if 
Americans do not give foreigners dollars 
through purchase of imports from abroad. 
American farmers wish to export wheat, cotton, 
etc. Therefore farmers suffer when imports are 
curtailed. Second, this loss of foreign markets 
is not compensated for by a gain in domestic 
sales. The American national income tends to 
shrink when foreign trade is curbed. The home 
market, consequently, is also smaller than 
without tariffs. (In addition to these two points 
about how tariffs curtail the farmers’ sales, it 
is noteworthy that tariffs raise the prices of 
the products bought by farmers.) 

In order to gain the general support of all 
households one of the crudest arguments used 
by special interests is the "keep the money at 
home" slogan. "If we buy foreign goods, we 
get the goods and they get the money. If we 
buy our own goods, we get the goods and the 
money." In other words, it is implied that 
Americans obtain twice as much welfare by 
excluding all foreign products and trading 
only among themselves. This argument is a 
hang-over from the mercantilist view and is 
based on a complete misconception of the 
nature and functions of money. One hears it 
every year in a local setting in many American 
towns, where the merchants urge the citizens to 
buy at home rather than in the next town. 
Naturally particular merchants dislike the com¬ 
petition of merchants in neighboring towns, 
for the local sellers can never be sure that the 
neighboring towns’ households will reciprocate 
and buy from them in the local market rather 
than elsewhere. Worked to its logical con¬ 
clusion, the argument would end in advocacy 
of complete self-sufficiency for every house¬ 
hold in the world; all specialization and all 
its gains would be abolished. The question 
always is, not who gets the money but what 
is done with it. The households of the next town 
or of the next county don't want "the money” 
for its own sake; they use it to buy securities 
or to buy commodities or to hoard. Unless the 
money is hoarded (and there is no more like¬ 
lihood that it will be hoarded abroad than at 
home), it will come back home, directly or 
indirectly, to buy home products. 

Finally, one or more of the above arguments 
for protective tariffs may be compounded in a 


capsule which is designed to make swallowing 
painless, even pleasant. This capsule is often 
known as "equalizing the costs of production" 
between domestic and foreign goods. It is also 
sometimes called the "scientific" tariff. What 
could be more fair and reasonable than to give 
both domestic and foreign firms an even com¬ 
petitive break in the domestic market! Aside 
from the difficulty of administering such a 
principle (because costs, especially foreign 
costs, are so hard to discover; because of the 
difficulty of deciding whether marginal or 
average variable or average total costs should 
be equalized by the amount of the tariff; and 
because frequent tariff changes would be neces¬ 
sary, thus creating price uncertainty at home 
and abroad), the proposal completely negates 
the advantages of international specialization 
and exchange. In effect, it would throttle all 
such trade by putting a premium on interna¬ 
tional inefficiency. If universally applied, no 
country could provide benefits to its own or 
other households by being more efficient than 
any other country; every advance in efficiency 
would be penalized by an equalizing tariff. 
Product prices to households would be kept 
at the level of the costs of the least efficient 
firms in the least efficient countries. 

(b) Subsidies and Other Encouragements to 
Private Firms. A second, alternative measure 
whereby a government can interfere with in¬ 
ternational private trade on behalf of its firms 
or as an instrument of national political policy 
involves (1) the payment of export bounties or 
subsidies to the firms in order that their costs 
and product prices may be lower in interna¬ 
tional markets; or (2) other governmental 
encouragement to private firms’ exports. 

Subsidies and tariffs are minutely divisible 
alternatives. With a given "outlay" of govern¬ 
mental resources, a government may, if it 
wishes (for any beggar-my-neighbor economic 
reason or for any political reason it considers 
important), combine the two methods in 
almost any proportions. A subsidy may be 
thought of as a weapon of offense in inter¬ 
national economic rivalry or warfare, whereas 
a protective tariff is a defensive weapon. 

Much the same economic analysis and many 
of the same costs and utilities apply to sub¬ 
sidies as to tariffs. Their purely economic effect 
is to obstruct the free flow of international 
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commerce based on regional specialization and 
comparative advantage. When the government 
of the United States pays bounties to, say, its 
merchant ship owners in order to enable them 
to compete with British shippers, who have a 
comparative advantage, there is a misalloca- 
tion of American and world resources. Similarly 
with any subsidies paid by the British govern¬ 
ment to its firms. There may also be dynamic 
effects: For example, the dumping of large 
quantities of one country’s subsidized exports 
on world markets may accentuate a general 
price decline during a period when expectations 
arc elastic downward. 

As already suggested, a sovereign nation may 
believe that subsidies have important political 
utilities. The United States, for example, may 
wish to have a merchant fleet mainly for use 
in time of war. 

Like tariffs, subsidies paid for whatever 
reason by one government invite retaliation by 
other countries. All can play at the game of 
beggaring each other. 

The other sort of measure whereby a govern¬ 
ment can encourage exports is typified by the 
promotion of cartels after World War 1 by 
Germany, the United States, and other coun¬ 
tries. The policy of the American government, 
as we know, has been not only to discourage 
cartels in domestic trade but to break them 
up; the Sherman and the Clayton Acts and the 
agencies of administration arc evidence of at 
least a wish to have a domestic “anti-trust" 
program. But in foreign trade the government 
has tried to assist firms in various industries 
to combine and "collude" for the purpose of 
increasing American sales abroad. Under the 
Wcbb-Pomcrene Act of 1918 the firms in any 
industry are permitted, under certain condi¬ 
tions and safeguards, to form "export associa¬ 
tions" and pool their resources. The steel and 
copper producers and numerous others have at 
one time or another availed themselves of this 
cartel privilege (not without monopoly effects 
on the domestic market also). 

(c) Import Quotas and Licenses. Tariffs are an 
indirect governmental measure for influencing 
the quantities and the money values (quantities 
times prices) of imports. They are indirect 
because they merely add an item of cost to the 
private foreign exporting firms' supply curves 
and then leave to the free play or market 


forces the determination of the prices and 
quantities of these firms' products in the 
domestic markets (review the meaning of 
Chart 140). But governments may wish to 
exert a more certain and direct control over 
import quantities and values. For this purpose 
they have at their disposal the several methods 
of setting actual quotas per period of time. 

A government raayset an over-allor "global” 
quota, applying to all other countries together, 
and leave the administration to an association 
of its importers. This is the weakest, least 
certain method of control: It causes the ex¬ 
porters of such other countries to rush to sell 
their products in the control-country before 
the general quota is exhausted; and the quotas 
are likely to become exceeded. A second method 
is to leave administration in the hands of the 
importers but to set a quota for each other 
country separately, each quota being based 
usually on past imports (but political factors 
may change such a basis). Even here, however, 
private administration often permits quotas to 
be exceeded. The surest method of control is to 
permit no imports at all except specific ones 
licensed by the government. Under this system 
each new importation must be licensed, and 
in this way the government can exercise a 
strict and accurate limitation, changing its 
quotas as international conditions change. 

The economic effects of import quotas may 
be understood by referring to Chart 140A. By 
setting a quota for the exporting country E, the 
import-control country I in effect makes the 
supply curve SS e vertical beginning at whatever 
point thereon marks the quota-quantity. Then, 
when we add the domestic supply curve SS ( to 
SS, in order to obtain the combined supply 
curve T 1+ „ the latter curve (which sums later¬ 
ally the two countries' supply curves) will be 
much steeper. And this means not only that the 
quantity imported is smaller but also that the 
quantity produced at home is larger and (under 
increasing costs) the product price at home is 
higher. Let the student work out the diagram 
for himself. As in the case of tariffs, the precise 
extent of these effects depends on the relation¬ 
ships among the elasticities of demand and the 
elasticities of supply in the two countries—plus 
the quota actually set. As with tariffs also, 
these partial-equilibrium tendencies or con¬ 
clusions may be drastically changed under 
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dynamic conditions; a business downswing 
(which, once having started in the importing 
country, is often the reason for the short-sighted 
setting of the quota) may be worsened or 
initiated in either the importing or the export¬ 
ing country. 

Because import quotas and licenses are a 
more direct and effective way for a government 
to control the volume of imports, they are 
much more likely to provoke retaliation by 
other governments than the less direct measures. 

During the period between the two World 
Wars, particularly during the thirties, this 
method of controlling imports became more 
and more widely used by the nations of the 
world. France was perhaps the leading user. 

(d) Exchange Control . All the measures thus 
far discussed are used by nations in order to 
influence the balance of visible and invisible 
trade in favor of the country imposing the 
controls; the measures try to increase exports- 
value relative to imports-value. Thereby, the 
government hopes, if it is on the gold standard, 
to reduce or prevent an outflow of gold (or 
reserves of another country's currency) from 
its country in case the trade balance has been 
against it; or it hopes to obtain a net inflow of 
gold (or reserves of a foreign currency). Or if 
the country’s currency is inconvertible, the 
government hopes to conserve or gain foreign 
currencies or to move the exchange rate in 
its favor. 

But all such measures for influencing gold 
movement or exchange rates are indirect for 
that particular purpose. Therefore a govern¬ 
ment may consider the costs and utilities of 
exercising direct controls. Apparently the 
utilities were rated highly, for most of the 
leading countries adopted one or more such 
measures. 

At this point we shall deal only with controls 
that a government may impose unilaterally 
(i.e., without arrangements with other govern¬ 
ments). The available measures are of two 
main sorts, both of which may be used together: 
(1) A government may itself move in the foreign 
exchange market in one of two ways: (*) It 
may devalue its currency in terms of foreign 
currencies, as Great Britain did in 1931 and 
1949, the United States in 1933, and France in 
1948. It will be recalled that currency de¬ 
preciation means that in terras of foreign cur¬ 


rencies the prices of a country’s exports fall 
and that in terms of the domestic currency the 
prices of imports rise. But the value of exports 
will not rise unless the demand for them is 
inelastic; and the value of imports will not fall 
unless the demand for them is elastic. So the 
depreciation may not be successful in rectifying 
the unbalance. ( b ) A government, such as 
Britain or the United States before World 
War II, may set aside a large fund (called 
usually an exchange stabilisation fund ) which it 
uses to buy or sell bills of exchange, i.e., to buy 
or sell its own currency in foreign exchange, 
depending on whether it wishes to raise or 
lower the demand for relative to the supply of 
its own currency and thereby lessen or increase 
the outflow of gold or the fluctuation of 
exchange rates. (2) A government, e.g., 
Germany before World War II, may establish 
certain controls which affect private firms’ 
and households' demands for and supplies 
of the country's currency in the foreign 
exchange market. Since a supply of domestic 
currency constitutes a demand for foreign 
currency and since an excess supply (demand) 
means, if effective, an unwanted depreciation of 
domestic currency in terms of foreign currencies, 
we may say that this kind of exchange control 
aims usually at reducing the demand for foreign 
currency in relation to domestic currency in 
order to prevent exchange depreciation. Foreign 
households and firms may wish to withdraw 
loans or investments from the control country. 
Domestic households and firms may wish to 
lend abroad. All such transfers of funds may 
be prevented or restricted by various measures, 
such as the "blocked account,’’ which compels 
the holders of funds that might constitute a 
demand for foreign exchange to deal only with 
certain banks, which in turn release the funds 
to the holders only for purchases within the 
domestic country or in some other country 
with which the domestic country is not in 
foreign-exchange ‘‘trouble." Such method* 
obviously may be used to prevent the imports 
of particular commodities or services, the lend¬ 
ing of funds abroad, or the payment of interest 
and repayment of principal on previous borrow¬ 
ings from abroad. 

(e) Summary. In the main, the century pre¬ 
ceding World War I may properly be remem¬ 
bered, at least relatively, as the golden era o 
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free international commerce and of international 
political amity. The first World War was a 
terrible instrument not only for the destruction 
of physical resources, but also of national and 
international economic and political disor¬ 
ganization. There was, to be sure, a period of 
prosperity in the ’twenties. But viewed from 
the mid-century perspective, the prosperity of 
the 'twenties was pretty much that of one 
nation, the United States, who through loans 
to various countries (most of the loans never 
being repaid) managed to impart the appear¬ 
ance of economic and political health to many 
of its European and American neighbors. The 
economic and political consequences of the 
peace were seemingly unavoidable. In the end 
came another World War and further inter¬ 
national destruction and disorganization. The 
first peace gave Germany an apparently un- 
supportable economic and political position. It 
also split up eastern Europe into a number of 
sovereign nations, each aggressively nationalis¬ 
tic in economics and politics. None of these 
countries, including Germany, came close to 
self-sufficiency. Yet even before the great de¬ 
pression each one erected tariff barriers and tried 
to make its economic sovereignty the equal 
of its political. Trade began to suffer; and, 
when the depression hit the United States and 
stopped the loans which had acted as shots in 
the arm, the whole world became economically 
ill together. It was then, during the thirties, 
that each nation grabbed its economic boot¬ 
straps and frantically tried to yank itself up to 
economic recovery at the expense of other 
nations and ultimately at its own expense. 
There was almost a steady stream of competi¬ 
tive, retaliatory currency devaluations, tariff 
measures, import-quota systems, and exchange 
controls. World trade dwindled by 1933 to little 
more than half its 1929 volume and although 
some increases occurred by 1938, they were 
meager and unimpressive. There was no world 
government to put an end to what seems now 
a very silly performance. 

(2) Efforts to Remove the Obstacles to World 
Trade. Not all men or governments, of course, 
were as nationalistic or myopic as the above 
writing would seem to suggest. Even during 
the ’thirties there were important efforts to 
break out of the vicious, self-defeating web of 
economic nationalism. Broadly, these efforts 


may be thought of as having been of two main 
sorts: 00 the super-nationalism of Germany, 
which by political and military conquest tried 
to make one Europe and, possibly, one world. 
To be sure, this world would have been a 
German one run for the benefit and welfare of 
the Germans, particularly their leaders, yet 
one in which multi-economic and multi¬ 
political nationalism would have yielded to a 
world economic system and a world govern¬ 
ment; (2) the international cooperation among 
sovereign nations espoused by the U. S. and the 
U. K., whereby the economic (and some of the 
political) restrictions would have been grad¬ 
ually and progressively removed. 

Voluntary cooperation, it seems, is much 
harder to achieve in a short period than co¬ 
operation imposed by force. The Germans got 
in the first effective licks. Then perforce many 
of the other nations had to cooperate. But not 
all. There was a second World War in which 
one of the main issues was which of the above 
two waysof promoting internationalismshould 
prevail. The "coopcrators" had Hitler to 
thank, willy-nilly, for making it possible to 
demonstrate so soon how effective voluntary 
cooperation could be when the will to cooperate 
was strong. One hopes that the lesson was 
not lost on them. Perhaps it was not, for thanks 
to another dictatorship farther to the east, 
namely Russia, which also has appeared to 
most of the western nations to favor the kind 
of one world in which one nation is supreme, 
the voluntary cooperation among these nations 
has perforce continued. 

When a nation cooperates with other nations 
in the economic and political spheres, we may 
conclude that its government has weighed the 
relative costs and utilities of cooperation and 
non-cooperation in terms of the welfare of all 
the households in its own economy and has 
decided to allocate most of its "resources" to 
cooperation. That is, it has decided to "pro¬ 
duce" more of this "product" than of the 
other (non-cooperation) because it believes 
that, by so doing, it can reach a higher indif¬ 
ference or total-utility curve for its citizens. 
But cooperation and non-cooperation are not 
indivisible alternatives; any country can have 
some of each. As for trade barriers, it is a rare 
nation that will remove them unilaterally; its 
cooperation depends on other countries'willing- 
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ness to cooperate. Consequently the coopera¬ 
tion of nations must almost always be at least 
bilateral; and usually it has to be multilateral. 
This fact can only mean that sovereign nations 
bargain with each other and among themselves 
in a setting where economic and political 
factors are closely intertwined. 

We shall discuss below briefly international 
cooperation in the economic sphere under (a) 
commercial treaties and agreements; (6) inter¬ 
national monetary cooperation; and (c) inter¬ 
national cooperation in the field of investment. 

(a) Commercial Treaties and Trade Agreements. 
The making of formal agreements and treaties 
between and among nations covering the terras 
of trade has a rather long history, going back 
to the time during and before the medieval 
period when western European countries tried 
to obtain access for their trading firms to the 
countries farther east. Short of using force and 
coercion, a country has to have something to 
offer in return when it wishes to obtain by 
treaty some privilege or advantage from any 
other country. So the early trade treaties 
usually involved a mutual exchange of com¬ 
mercial privileges. The "open door was 
swung wide by each country to the firms of 
the other country, sometimes with the promise 
that each would treat the other’s traders as 
well as it treated its own. But, as bargains of 
this sort were made by more and more states, 
some managed to bargain belter terms than 
the others, with the result that the latter came 
back and demanded an end to any such dis¬ 
crimination; they wanted as good terms as 
the others had obtained. And since they de¬ 
sired not to come running back with such a 
demand every time some more skillful bargain¬ 
ing nation obtained superior terms, they came 
to ask that these better terms be applied to 
them automatically. Thus originated the most- 
favored-nation principle (give us automatically 
the same trade terms as the nation most 
favored by you has been able to obtain), which 
has characterized the commercial policies and 
treaties of so many modern nations. 

During the past century or so one thing that 
most nations have had as bargaining strength 
has been the power to remove or reduce the 
obstacles (tariffs, import quotas etc.) to the 
importation of the products of the country or 


countries with which they have bargained. 
Each country has tried to persuade the other 
to give free or low-tariff access to the products 
it wishes most to export, at the same time that 
it (1) makes as few concessions as possible on 
the other country’s products against the im¬ 
portation of which it wishes to protect its 
own firms; and (2) makes seemingly generous 
concessions on the other country's products 
(such as raw materials) which it needs badly 
to import anyway. As in all bargaining, the 
extent of substitute sources of supply and de¬ 
mand affects the bargaining position of a given 
country: If one nation is almost the only im¬ 
porter or deraander of another's export product, 
the first is in a very strong position to extract 
concessions for its own export products; and 
vice versa. If one country is almost the only 
source from which the other nation can import 
a product, the first country is again in a strong 
position; it can say to the second, "If you 
don't lower your restrictions, we can get con¬ 
cessions from other countries and sell our 
product there." 

The most-favored-nation principle, if ob¬ 
served by both bargainers, tends to weaken 
their bargaining positions: A concession offered 
by one to the other tends to be less attractive 
bait if the latter knows that all other exporting 
countries automatically will obtain the same 
concession. At the same time the first country 
becomes less eager to extract concessions for 
itself from the second. Why then have any 
nations adopted the principle? First, the princi¬ 
ple loses much practical importance if one 
country is the main supplier or demandcr. 
Second, its operation is to be preferred to the 
discriminatory favors which one country may, 
for whatever reason, obtain from another, to 
the detriment of all third parties. Almost noth¬ 
ing makes for more ill-will in the international 
economic sphere than inter-country discrimina¬ 
tion. Third, even though discrimination makes 
for ill-will when discovered, there is a way 
by which technical adherence to the principle 
can be maintained while it is evaded in 
practice. The products over which the countries 
are bargaining for reduced restrictions can be 
classified and described in the respecuv 
countries’ tariff schedules in such a way that 
only these countries’ products are covered. 
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So classified and described, the non-bargaining 
countries' products are excluded by being made 
different things. The bargained rates would 
apply if the other countries produced such 
products; but they don't. For example, France 
could so describe American cotton, in terms 
of the conditions under which it is grown, that 
Egyptian, Indian, Russian, or other cotton 
would not be classified as the same product 
and would not receive the favored rates. 

It is often advantageous for a country to raise 
its import restrictions just before it embarks on 
a commercial-treaty program (if it can do so 
without disclosing its motives). Its bargaining 
position is then improved; it now has more to 
give away in return for the concessions it 
wants. 

Not all countries operate so cynically, nor 
do some of the ‘worst offenders’’ operate thus 
all the time. A great deal depends on the 
world s general economic and political health 
and temper, as already shown. A given country 
may sincerely believe that relatively free world 
trade is best for its own households and may 
try its best to induce other countries to follow 
its lead. But it might hesitate to lower trade 
barriers unilaterally because of the domestic 
unpopularity of such action. 

In the real-world of international com¬ 
mercial bargaining and international trade 
cooperation, there have been at least four 
significant developments during the past two 
decades that deserve mention here: (1) The 
Trade Agreements program of the United 
States; (2) the Imperial Preference system of 
the British Commonwealth; (3) the state- 
trading system of the Soviet Union; and (4) 
the International Trade Organization program 
under the United Nations. 

0) The commercial policy of the United States. 
n America the Republican Party has favored 
high protective tariffs (its main •‘achievement” 
having been the Smoot-Hawley Act of 1930), 
and the Democratic Party has leaned toward 
low or revenue tariffs (its main achievement 
aving been the passing and administration of 
he Reciprocal Trade Agreements Act of 1934). 
Although decidedly not a stranger in the field 
? reci P r °city'' or tariff-commercial-treaty 

hargam.ng the UnitcJ State$ (<?) ^ ^ 

noted chiefly in the field of commercial 


policy for its unilateral non-discriminatory 
(single-list) tariff acts and schedules; and (A) 
has since 1934 been known mainly for its 
efforts toward freer world trade. 

The tariff has been the main American 
method of placing obstacles in the path of 
free world trade. American tariff schedules 
have characteristically been the product of 
Congressional log-rolling (I'll vote for the 
rates your constituents are lobbying for if 
you'll vote for mine). They have also at times 
professed to apply the cost-equalization princi¬ 
ple (recall page 1104, above). Export subsidies 
have been used by the United States for limited 
periods for a few agricultural products, ship¬ 
ping, and commercial aviation. Import quotas 
and licensing have not been used except in 
time of war. Exchange control through a 
stabilization fund has been employed since the 
middle thirties. 

In proportion to the size of its national in¬ 
come, the volume of exports and of imports are 
not important, each being less than 10 percent 
of the national output. (In particular in¬ 
dustries, exports such as wheat and cotton, 
and imports such as natural rubber, have of 
course been very important.) But because the 
country and its income are so large, even this 
less-than -10 percent make the nation one of 
the world's leading importers and exporters. 

The United States has always adhered to 
the most-favored-nation doctrine. Tariff or 
other discrimination by other governments in the 
field of foreign trade has always enraged the 
Congress. (For international political reasons 
the U. S. consistently granted Cuba a preferred 
low tariff on sugar, but this was exceptional.) 
However, until 1922 the United States held to 
the so-called conditional variety of most- 
favored-nationism. That is, it refused to grant 
automatically to all other nations a tariff con¬ 
cession granted reciprocally through bargain¬ 
ing to a particular nation; it would only grant 
the lower rate to other countries provided 
they made "equivalent concessions." After 
1922, however, the unconditional form of the 
principle was adhered to. (In the Tariff Act of 
1922 the President was authorized to impose 
retaliatory duties against the products of coun¬ 
tries found to be discriminating against U. S. 
exports.) 
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The Trade Agreements program under the 
Reciprocal Trade Agreements Act of 1934 at¬ 
tempted to stem the world tide of economic 
nationalism. The operation of the Act in the 
first instance was limited to three years; but it 
has appeared to be so successful that it has been 
given successive renewals, through 1950. 
The 1934 Act empowered the President, 
without the necessity for ratification by the 
Senate, to approve treaties or bargains made 
by his Department of State with other coun¬ 
tries for the lowering (or raising) of American 
tariff rates by as much as 50 percent of their 
Smoot-Hawley levels. Unconditional most- 
favored-nation treatment was required. No 
commodities could be removed from the duti¬ 
able to the free list or vice versa. From 1935 to 
1945, trade agreements were made and approved 
with almost 30 countries. For about half of 
them the American tariff reductions amounted 
to the full 50 percent allowed under the Act. 
From 1935 to 1940, both imports and exports 
rose in quantity and value, partly as a result of 
the agreements. The '•average” Smoot-Hawley 
rate of about 50 percent ad valorem was reduced 
to about 35 percent by 1945- In that year, 
because the full amount of permissible reduc¬ 
tions had been "used up” for so many coun¬ 
tries, the Act was amended to allow up to 
50 percent reductions of the American tariff 
rates then prevailing; in other words, reductions 
were permitted up to 75 percent of the Smoot- 
Hawley levels. If full advantage had been 
taken of this authority, the general level of 
the American tariff structure would have fallen 
back to the Democratic levels prevailing just 
before World War I. In 1949 further 50 percent 
reductions were authorized. 

There can be no question that this program 
was a strong influence toward freeing world 
trade from the shackles fashioned by other 
countries during the 'thirties. Its success forti¬ 
fied the United States in its proposal in 1945 
that an International Trade Organization be 
established under the United Nations, so that 
barriers to world trade could be progressively 
removed mainly by cooperative multilateral 
agreement rather than mainly by the slower 
bilateral action under the American Trade 
Agreements program. 

(ii) British commercial policy. During approxi¬ 
mately the last 60 or 70 years of the nineteenth 


century and the first thirty years of the twen¬ 
tieth, Great Britain was the outstanding 
practitioner of free-trade principles. It was 
greatly to her advantage to be able to sell her 
manufactured products in foreign markets 
without payment of tariff duties to foreign 
governments; by reason of her early tech¬ 
nological start she had a competitive edge 
(lower costs) over most of the products manu¬ 
factured in other countries. It was equally to 
her advantage to import without tariffs food 
for her working population and raw materials 
for her manufactures. But for the reasons out¬ 
lined in Chapter 46, her advantages began to 
disappear by 1920; and the "stagnation” of 
her economy during the 'twenties, plus the 
1930-32 depression, readied her for a departure 
from her century-long adherence to free trade. 
In 1932, an Import Duties Act was passed, 
under which duties were imposed on products 
exported to Britain by non-Empire countries 
but not on products from Empire countries 
(Canada, Australia, New Zealand, South 
Africa, etc.). Later in that year at Britain's 
request a conference was held in Canada among 
the Empire countries for working out mutual 
tariff concessions. Britain let it be known, as 
a bargaining weapon, that she would continue 
to practice tariff discrimination against non- 
Empire countries, such as the United States, 
only if the dominions would reciprocate with 
similar discriminations. Out of the conference 
came, then, the so-called tariff system of 
"Imperial Preference.” . . #it . 

Bv 1939 this system was operating less 
ccssfully than had been anticipated. For one 

thing, the discrimination aga.ns. non-Emp.re 

imports irked important countr.es like.the 
United States and invited retaliate The basic 
difficulty, however, lay ,n ■he n.ttne o thc 
foreign trade of Britain and the dominions. 
For all her manufactured exports Bntam necdeJ 
wider markets than those provided b. the 

Other members of the Commonwealth S,m. 

st-ssr 

with non-Commonwealth countries a 

VV B^eoth r e 

beginning (1932) never relied solely 
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imperial preference system for its export mar¬ 
kets and for its food and raw material imports. 
She used also bilateral bargaining with non- 
Commonwealth countries such as Argentina, 
Denmark, and other Scandinavian nations. In 
1938 a trade agreement was signed with the 
United States. 

Even though the members of the British 
Commonwealth exported to countries other 
than Britain, the latter was the main customer. 
The same thing was true of certain non- 
Commonwealth countries, mainly the Scandi¬ 
navian ones. This close trade relationship re¬ 
sulted in the more or less informal adherence, 
beginning in 1931, of some 13 countries to the 
so-called "sterling bloc." "Membership” in 
this bloc involved, in general, keeping one's 
currency in step with the pound sterling so that 
stable, predictable exchange rates could exist 
between Britain and her suppliers and cus¬ 
tomers. Specifically, each member of the bloc 
GO depreciated or appreciated its currency in 
terms of non-stcrling-bloc currencies propor¬ 
tionately to changes in the exchange-value of 
the pound in relation to non-stcrling-bloc cur¬ 
rencies; and (£) held its foreign-exchange bal¬ 
ances mainly in pounds rather than in any 
other currency such as American dollars. It 
remains to be seen whether, under the new, 
more general international arrangements to be 
reviewed below, these sterling-bloc policies will 
remain in force. 

With the signing of the Anglo-American 
trade agreement in 1938 and with the British 
partial dependence on American aid during 
and after World War II (the Lend-Lease pro¬ 
gram, the American loan to Britain in 1946, 
and the Marshall or European Recovery as¬ 
sistance in 1948), the United Kingdom's com¬ 
mercial policy came into closer harmony with 
that of the United States. The U. K. joined with 
the U. S. in supporting the proposal for and 
the implementation of the International Trade 
Organization from 1946 to 1948. At the Geneva 
conference of 1947, the U. K. along with Canada 
and South Africa abandoned the imperial 
preference system. This was a notable step 
bac * co freer trade policies. 

(Hi) The Soviet Union. In its international 
economic relations the U.S.S.R. is the out¬ 
standing practitioner of what has come to be 
*nown as "state trading." That is, in respect 


to imports into and exports out of the Soviet 
Union, the government is a monopsonist and 
a monopolist. This fact follows of course from 
the fact that economic activity in that country 
is a government enterprise. State trading means 
that government interference with the volume 
and the terms of trade is more direct and 
effective than under any other system. 

Since Russia is at present the chief thorough¬ 
going economic dictatorship, it also is the 
main "complcat" state-trader. But in the re¬ 
cent and in the more-distant past many western 
governments as such have engaged sporadically 
in large foreign buying or selling operations. 
The most notable example in late years has 
been the bulk purchases of imported products 
by the British government. 

In the Soviet Union the Ministry lor 
Foreign Trade controls exports and imports. 
It licenses the foreign sales and purchases of 
each industry in the economy in accordance 
with the requirements of the over-all economic 
plan devised by the State Planning Commission. 
Each industry conducts its own trading opera¬ 
tions under the plan, either through special, 
separate trading delegations sec up in the 
various foreign countries or through a general 
buying and selling agency, such as "Amtorg" 
in the United States, which executes the orders 
of all the Soviet industries. Save where politi¬ 
cal considerations outweigh economic ones 
(and in postwar years this has been common), 
it appears to have been Russian policy for each 
industry to buy its imports in the lowest- 
price market of least elastic supply. In effect, 
there seems to be an effort to apportion pur¬ 
chases among the markets so as to equalize 

marginal outlays. This is discriminatingmonop- 

sony; it is made possible through the receipt 
of reports from the various delegations, which 
then receive, from the industry-control in 
Russia, orders on how much to purchase. 
Similarly with export sales: Discriminating 
monopoly appears to be practiced, where pos¬ 
sible, under central direction. 

In the so-called satellite states much the 
same system prevails on a much smaller scale. 
Here the Russians share control with the 
satellite governments. 

Whenever a partial state trader, such as 
Britain after World War II, deals with the 
Sov.et Union for the exchange of products 
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(say British machines for Russian wheat), we 
find many of the economic and political charac¬ 
teristics of bilateral monopoly. 

Wherever state trading exists, whether or 
not it is bilateral, the use of economic power 
in furtherance of political power is a possi¬ 
bility, and the possibility is obviously greater 
than where government interference with 
foreign trade is limited to tariffs. 

(iv) The International Trade Organisation. In 
March, 1948, at Havana the representatives of 
the governments of 53 countries (not including 
Germany, Japan, and the Soviet Union) signed 
and took back home for ratification by their 
governments a Charter for an International 
Trade Organization to operate under the Social 
and Economic Council of the United Nations. 
This signing represented the culmination of 
prolonged and laborious conferences and 
negotiations that began at London late in 
1946, one year after the United States had 
published (December, 1945) its proposals for 
such an organization and charter. The signatory 
nations represented about 80 percent of post¬ 
war trade and over 50 percent of prewar trade. 

The Havana Charter contained the following 
main provisions: 00 Each signatory country 
obligated itself to pursue domestic policies 
pointed toward full utilization of domestic 
resources. But such policies should not be in¬ 
consistent with freer world trade as envisioned 
by the I.T.O. (*) Each country recognized that 
in the interests of world economic progress no 
• unreasonable" impediments should be placed 
on the international movement of capital, 
labor, management, and technical knowledge^ 
Protective measures for the development of 
new ("infant") industries might be adopted in 
furtherance of economic progress, provided 
that such measures placed no undue burdens 
on world trade. (0 Each nation agreed to 
observe the unconditional most-fa vored-nat ion 
principle in its commercial policies. 00 Sub¬ 
sidies and import quotas were disapproved in 
principle." Import quotas might be used by 
countries with special balance-of-paymcnts 
problems. (<) State trading enterprises were to 
be guided by commercial rather than political 
principles and were to avoid discrimination 
among nations. (/) Cartels and their practices 
were to be studied intensively, and full pub¬ 
licity was to be given to theresults. Each nation 


agreed to consider the findings and to take 
steps to prohibit domestic cartels from operat¬ 
ing contrary to the I.T.O. principles, (g) The 
charter approved the making of trade agree¬ 
ments between countries for the purpose of 
decreasing the restrictions to world trade. Full 
publicity within the I.T.O. was to be given to 
the provisions of such agreements. Multi¬ 
lateral participation was to be encouraged. 
(As a matter of fact during the negotiations on 
the charter itself more than one hundred tariff 
discussions took place among the various 
countries’ representatives. Furthermore, as 
already noted, three members of the British 
Commonwealth—Britain, Canada, and South 
Africa—agreed to abandon the discriminatory 
tariff system known as "imperial preference. ") 
Cynics may be pleased to note that, like 
most compromises among sovereign entities, 
the Havana Charter is full of ’’weasel words" 
and obvious loopholes, which make it possible 
for any country to pursue its own selfish ad¬ 
vantage without regard to world welfare. 
Others, however, may well find in the charter 
• a definite forward step away from the shackles 
that increasingly bound prewar world trade. 
One thing seems certain: Like its parent organi¬ 
zation, the United Nations, the I.T.O. will be 
successful only to the extent that the signatory 
nations have the will to make it successful. 
Not much "will" had been displayed by the 
end of 1949; ratification by governments was 
still lacking. 

(b) International Monetary Cooperation, ine 
I.T.O. is not the only inter-country association 
aimed at improving world trade. There arc two 
ocher agencies the International Mone^ 
Fund and the International Bank for Recon¬ 
struction and Development. These agencies 
which, like the I.T.O., are under the Social and 
Economic Council of the United Nations were 
born at an international conference of 44 »»- 
tions held at Bretton Woods, New 
in the summer of 1944. The Fund, as it is usually 
called, concentrates on current international 
stability and flexibility via exchange rate am 
the balances of payments among count™*- 
The Bank has to do with the promot.on o 
international economic progress through 

investment. , , , p un j 

The objectives and the methods of the r 
can best be understood if we recall the un.latcra 
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exchange-control measures taken by countries 
during the depressed, under-employ ment-of- 
resources period of the 'thirties. In that decade 
(1) the great depression in the United States 
spread to other countries in part because the 
volume of American imports (a very large 
volume in terms of total world trade) fell off 
greatly; (2) this decline created a worldwide 
shortage of dollars, i.e., other countries lacked 
the wherewithal to pay cash for American 
exports; (3) the other countries were faced 
with unfavorable balances of payments; (4) 
gold moved in large amounts from these 
countries to the United States to balance their 
accounts; (5) there was also a "flight” of 
short-term and long-term capital to the United 
States because of the political and economic 
unsettlement in Europe; (6) many nations 
sought to balance their payments and stop the 
above movements by import controls, by de¬ 
preciating their currencies, by exchange con¬ 
trols, or by using stabilization funds to support 
the exchange values of their currencies; and 
(7) almost all these unilateral measures not 
only caused world trade to decline still more 
but also introduced more uncertainty into 
international economic relations. Only the 
exchange stabilization funds could be said to 
have operated in the direction of creating 
certainty and stability. 

Now let us sec how the Fund tries to prevent 
a recurrence of monetary and exchange-rate 
instability due to unpredictable unilateral 
action by sovereign governments. The "fund" 
is a pool of gold and foreign currencies amount¬ 
ing to $8.8 billions. This pool comes from the 
contributions of the member countries. Each 
member's contribution is equal to its "quota." 
A "quota" represents the total value of the 
foreign exchange that a given member can 
draw on to support the exchange-value of its 
currency. The quotas were agreed on at the 
Bretton Woods conference and vary with the 
size and importance of a country in foreign 
trade, $0.5 million for Panama and Liberia to 
$2.75 billion for the United States. The Fund 
is managed by a group of 12 executive directors, 
subject in general terms to the Board of Gov¬ 
ernors on which each member nation has a 
representative. Each of the five largest contrib¬ 
utors has a director, and the other seven direc¬ 
tors are elected by the other countries, two 


being South Americans. Voting power depends 
on two things: (a) the size of a country's quota 
and (A) whether a country is a creditor or a 
debtor in respect to the Fund. Each country has 
250 votes plus one vote for each $100,000 of 
quota (thus the U. S. has normally 250 -f 
27,500 = 27,750 votes). But debtors lose votes 
in proportion to the net use which they make 
of foreign exchange in the pool, and creditors 
gain votes in proportion to the net use which 
other members make of the creditors’ cur¬ 
rencies. Votes are cast by the Directors rather 
than by the Board, and the whole complicated 
system (in a way which we have not space to 
explain here) enables blocs of countries (such 
as the Americans and the British) to vote 
solidly together. (There were 46 Fund members 
in 1948.) 

So much for the organizational aspects of 
the Fund. Its functions may be summarized as 
follows: (1)Consultation by member countries 
on international monetary problems is agreed 
to. (2) Exchange-rate stability, with allowance 
for changes in a country’s rates under certain 
conditions, is provided for. Under the free gold 
standard there was a large degree of exchange- 
rate stability; but this stability was a rigidity 
which often threw a gold-losing country into 
a depression because of the decline in its 
money income and price level, (a) Under the 
Fund, a country can obtain (up to 25 percent of 
its quota in any year) the foreign currency it 
needs by buying it with its own currency at 
stable rates. (But the Fund’s managers will 
not sell the needed currency unless it is to be 
used for purposes consistent with international 
monetary stabilization.) There is a charge for 
this privilege which is greater than the cost 
of shipping gold; in this way (plus the loss of 
some of its voting power) a country is dis¬ 
couraged from making too free a use of the 
privilege. (£) If this financial aid is not suffi¬ 
cient to tide a country over its adverse interna¬ 
tional balance of current payments, the country 
is permitted on its own motion to depreciate 
its currency by 10 percent, (c) If the country 
still has an adverse current balance, the Fund's 
directors may be asked to allow a further de¬ 
valuation. Permission will be granted if it is 
found that the country is in "fundamental’* 
international "disequilibrium." This phrase 
presumably means that a country must be 
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experiencing persistent depression and unem¬ 
ployment of resources associated with a con¬ 
tinuing unfavorable balance of payments on 
current account not offset by long-term capital 
movements. (3) Member countries are still 
allowed to impose exchange controls, if neces- 
sary, (a) during the post-war transition period, 
on the currency of any country which is giving 
the control-country balance-of-payments trou¬ 
ble; (£) to prevent mass out-movements or 
"nights’' of short-term capital; and (r) on 
any country's currency (such as U. S. dollars) 
which the Fund s directors have declared to be 
persistently scarce for a number of other coun¬ 
tries. 

It is evident that the Fund provides no 
world-shaking infringements on any sovereign 
nation s freedom and prerogatives in the field 
of international finance. For example, France's 
devaluation of the franc in 1948 went even 
beyond the Fund's rules. But it does aim at a 
combination of stability and flexibility for 
exchange rates, and it does provide for inter- 
country consultation and cooperation in place 
of arbitrary unilateral actions. Together with 
other measures for promoting world trade, its 
influence may be considerable. 

(c) bit (mat tonal Cooperation for lines intent and 
World Economic Progress. The Brctton Woods 
brother to the Fund was the Bank—the In¬ 
ternational Bank for Reconstruction and De¬ 
velopment. The Bank focuses on longterm 
international financial problems, the Fund on 
short-tenn ones. Like the Fund, the Bank was 
established because of (1) unfortunate experi¬ 
ences during the twenties and especially the 
'thirties; and (2) the need for introducing order 
into the chaotic situation left by the World 
War. Before the war, long-term loans (mostly 
from the United States, both private and gov¬ 
ernmental) were sporadic and uncoordinated, 
were made without much consideration of the 
borrowing countries' ability to repay interest 
and principal, and often involved burdensome 
economic as well as political terms and condi¬ 
tions. Accordingly the general objective of the 
Bank was to facilitate a smooth flow of long¬ 
term loans to countries which, though now 
economically backward in resource-develop¬ 
ment or having experienced capital-destruction 
during the war, gave evidence of being able to 
use the loans productively and of being able 


to pay interest and repay principal without 
difficulty. The idea, however, was to supple¬ 
ment and to help coordinate private and direct 
government lending to other countries rather 
than to usurp these functions. 

Every Bank participant or member must also 
belong to the Fund. In 1948, the Bank member¬ 
ship was composed of the 46 countries which 
were members of the Fund. The Bank has an 
authorized capital of $10 billions, all of it to 
be subscribed by member nations. The size of 
each country's subscription is in proportion to 
the country’s size and international importance 
and is roughly comparable to each country's 
quota in the Monetary Fund. For example, 
the United States' subscription is $3,175 mil¬ 
lions or 35 percent of the total. Each country's 
subscription is in two parts: (1) Twenty per¬ 
cent goes at once into the Bank's own loan 
fund. Of this 20 percent, one-tenth is to be in 
gold or dollars and nine-tenths in the country's 
own currency. (2) The other 80 percent is not 
to be paid until needed (and in fact had not 
been called by May, 1949). When paid, these 
sums will be used to guarantee privately-made 
international loans; they will also be used to 
guarantee loans made by the Bank out of 
funds borrowed by the Bank (through selling 
its own bonds) rather than out of the Bank s 
own capital funds. The organization and 
direction of the Bank is very similar to that 
of the Fumf. 

As just suggested, the Bank’s objective of 
achieving smooth international economic prog¬ 
ress through non-political or non-impcrialis- 
cic lending is to be realized through the per¬ 
formance of three main functions: (l) making 
loans for sound productive purposes out of its 
own capital, up to 20 percent of the amount of 
capital; (2) selling its own bonds to private 
savers in one or more member countries and 
lending the proceeds to some member country, 
the loans to be secured 100 percent by the 
Bank's reserves (the reserves come from earn¬ 
ings on loans) and unused capital; and (3; 
guaranteeing in whole or in part the loans 
made by private savers in some member country 
to borrowers in some other member country. 
This guarantee amounts to insuring the private 
investors against loss. In return for this in¬ 
surance the Bank must charge a comm,ss '°" 
of not less than 1 percent per year (or more than 
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1.5 percent) on the amounts of such loans out¬ 
standing during the first ten year* of the Bank's 
operation. Thereafter the commission rate may 
be lowered on outstanding loans and lowered 
or raised on new loans. 

C. Government Economising and War 

Not all nations joined the I.T.O., the Fund, 
and the Bank. Not all the nations that did 
join abided by the charters of these organiza¬ 
tions or placed their main reliance on the 
organizations. In all of this, each nation's 
government was in greater or less degree weigh- 
ingtheeconomic and political costs and utilities 
of membership and adherence in relation to the 
economic-political costs and utilities of uni¬ 
lateral use of one or more of the other inter¬ 
national measures previously described. 

This is the place to remember that a sovereign 
nation's government which is interested almost 
wholly in maximizing the want-satisfaction of 
only its own households or a special group of 
households, and which takes a short-run, re¬ 
stricted view of the best way to achieve this 
objective, almost inevitably gets into conflict, 
"diplomatic" or armed, with other similarly- 
minded nations. Every nation's government, 
we may assume, wishes to utilize the nation's 
resources fully and to increase the nation's real 
income. This objective can be sought coopera¬ 
tively with other nations' governments or 
mainly in disregard of the welfare of other 
countries. The latter course, if pursued singlc- 
mmdcdly and consistently over time (e.g., the 
effort to acquire colonies for raw materials and 
efforts to take export markets away from other 
countries through dumping, subsidies, cartel¬ 
ization, or economic-political protectorates) 
sometimes means war. Total war in modern 
times has thus far ended—and may reasonably 
be expected in the future to end—in economic 
confusion and destruction for the victors as 
well as for the vanquished. 

C. The Results of Economizing 

We come, finally, to the usual ''pay-off," 
the results of economizing. We wish to obtain 
some indications of world welfare, past and 
present. We wish to know, if possible, (1) 
the total income of the world's countries, ex¬ 
pressed in the "international units" mentioned 
earlier in this chapter, and the income per 


person in the world; (2) the per-capita incomes 
of the various countries over a period of time; 
(3) the extent of resource-utilization in the 
various countries; (4) some indication of the 
allocation of world resources and the com¬ 
position of world income; and (5) the dis¬ 
tribution of world income among the world's 
households. 

But to state one's wishes is not to have them 
realized. Accurate and complete statistics on 
the above items do not seem to be available. 
Many nations are economically and statisti¬ 
cally too backward to have the minimum neces¬ 
sary information. Even the so-called advanced 
countries do not have full and accurate data. 
And some nations, notably those behind "iron 
curtains," are not telling all they know. Never¬ 
theless there are some data, and considerable 
work has recently been done, particularly by 
Colin Clark, at piecing them together into 
the rough outline of an understandable inter¬ 
national picture. When and if the Social and 
Economic Council of the United Nations is in 
a position to direct the collection of economic 
statistics from the several countries, much 
more adequate materials may be expected. 

1. Total and Per-Capita Real Income in the 

World and Its Countries 

Given the trend in technology in various 
parts of the world, given the world dowry of 
natural resources, given all the past and present 
decisions on consumption versus saving and on 
investment (which provided the capital re¬ 
source), given all the past decisions affecting 
population size and growth and all the current 
decisions on leisure versus work-for-income 
(which provided the current labor resource), 
given the extent of resource-employment, and 
given the social organization for economizing, 
we find that (as shown in Table 108) the aver¬ 
age annual total net product of all the world's 
nations and areas for the decade 1925-34 
(which included years of prosperity as well 
as depression) was estimated at a little more 
than $250 billions. This is a nice round as¬ 
tronomical figure which in itself has little 
meaning. But from the other data given in 
the table we can begin to understand its sig¬ 
nificance. The United States was estimated to 
have produced more than one-fourth of the 
world's income in those years. Next to the 
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TABLE 

108 


World Income and National Incomes, 1925-34 Average 


Country or Area 

Total Income (in 
millions of inter¬ 
national units) 

Country or Area 

Totol Income (in 
millions of inter¬ 
national units) 

United States 

66.203 

Denmark 

1,008 

China 

22700 

Greece 

922 

Great Britain 

21.854 

South Africa 

883 

Germany 

17,580 

Portugal 

839 

U.S.S.R.f 1934) 

17.230 

Eire 

829 

India 

15,000 

New Zealand 

691 

France 

12,480 

Norway 

607 

Japan 

8.100 

Argentina and Uruguoy 

550 

Italy 

5.320 

Bulgaria 

524 

Canada 

5,084 

Finlond 

473 

Poland 

3,428 

Latvia 

249 

Cx echos lovakia 

2,680 

Lithuania 

190 

Netherlands 

2,624 

Estonia 

142 

Australia 

2.543 

Rest of World 

32,345 

Belgium 

2,033 



Switzerland 

1,917 



Sweden 

1.731 



Austria 

1,613 



Roumania 

M71 



Yugoslavia 

6,352 



Hungary 

1,205 

Totol 

254,400 


Source: Colin Clark, The Conditions of Economic Progress, pp. 40, 56. The figures ore for net national product (include 
indirect toies) rather than for national income. 


United States, known as a rich country, came 
China, considered a poverty-stricken one, 
whose people lived on a subsistence level. 
India, another "poor relation," was in sixth 
place. "Rich" Britain and Germany stood 
third and fourth. And so on. In a word, the 
data of Table 108 tell us that for some reason 
(state of technology, quantity and quality of 
resources, or type of social organization) some 
nations’ net products were higher than others’. 

But even with the national figures, Table 108 
tells us little about how well off the households 
of the respective countries were. It appears 
of course that among the listed nations the 
total want-satisfaction was highest in the 
United States and lowest in Estonia. But 
highest in relation to what? The table supplies 
no answer. So we must turn to other data, such 
as those shown in Table 109- The figures there 
are per-capita income figures. They are in¬ 
tended to indicate relative want-satisfaction 
among the several countries because they com¬ 
pare total net product with population. We 
find from Table 109 that the ranking by 


countries is considerably different from that in 
the previous table. The United States is still 
in first place. But the margin of its superiority 
is shown to be very slim. Second place goes to 
Canada, which was number ten in the total- 
income list. China, which was second in the 
first ranking, drops to last place in Table 109. 
Tiny nations like New Zealand and Switzerland 
have taken great upward jumps. And so on. 
In short, the data in Table 109 show, much 
more accurately than those in Table 108, which 
countries were really the "rich" and the 
"poor” ones. 

We quote these words because the data 
indicate that no country’s average household 
was really wealthy. That is, even if, in order 
to obtain per -household data on income, we 
multiply the per -capita figure for each country 
by the estimated average number of persons 
per household for the country, the average- 
income figures arc low-most of them very 
low—in terms of what might reasonably be 
considered a minimum adequate number of 
money claims on want-satisfaction. We arc 
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TABLE Per-Capita Income in World and in Various Countries, 1925-34 Average 

109 


Country or Area 

Per-Capila Income 
(in international 
units) 

Country or Area 

Per-Copita Income 
(in international 
units) 

United States 

525 

Czechoslovakia 

214 

Canada 

521 

Greece 

‘ 180 

New Zealand 

457 

fintond 

171 

Argentina and Uruguoy 

430 

Hungary 

165 

Great Britain 

425 

Poland 

165 

Switzerland 

424 

Latvia 

161 

Australia 

392 

Estonia 

160 

Netherlands 

358 

jopon 

159 

Eire 

308 

Holy 

154 

Germany 

290 

USSR. 

152 

Franco 

287 

Portugal 

144 

Sweden 

287 

Bulgario 

119 

Denmark 

279 

Roomania 

112 

Spain 

257 

Lithuania 

97 

Chile 

248 

South Africa 

91 

Belgium 

240 

Indio 

90 

Norwoy 

237 

China 

49 

Austria 

230 

The World 

127 


Sowc«! Louis H. Beon, in Conference on Rewort#, in income and Wtallh, NoiKjnol Bureau of Economic Reseorch, Now York, 
1946, vol. 8, p. 126. boted on Colin Clock's studies. The "wodd" figure «oi obloined by dividing o 2-billion 
population figure into the figure for total world income shown in Table 108. 


forced to agree with Colin Clark in his Condi¬ 
tions of Economic Progress (page 2) that "the 
world is found to be a wretchedly poor place." 
Average annual per-person income in thedecade 
1925-34 was around $127 for the whole world— 
possibly $800 per household. This average is 
far below the income considered to be neces¬ 
sary for the enjoyment of a western-world 
minimum standard of want-satisfaction. True, 
there must have been many households con¬ 
siderably above the average. But for every 
household having an income substantially 
above $800 per year (or the average in any 
country), there must have been many others 
with incomes somewhat below the average. 
At least half the world’s population was 
scraping along at a level not far above bare 
animal subsistence. Only the 15 percent in the 
western world could be said to have pulled 
themselves far out of the mire of wretched 
poverty. 

2. Economic Progress in World and National 
Incomes 

Poor" as the world and its nations may 
have appeared for the decade 1925-34, available 
statistics indicate that the per-capita and per- 


houschold income was in general higher in 
those years than ever before. For the upper 15 
percent at least, the secular trend of economic 
progress had been upward over the past 100 
years or more. But according to Colin Clark's 
estimates, in some countries, such as New 
Zealand and Australia, the rate of growth 
was higher than in certain others, such as the 
United States and France. And in most of the 
countries for which information over time is 
available, the rate of growth appears to have 
been higher in the earlier than in the later 
decades. 

One reason for the apparent general decline 
in the rate of western-world economic develop¬ 
ment was the decision of the households of 
these areas to take a considerable portion of 
the gains from technological improvements 
and net capital formation in the form of more 
leisure. This item does not appear as a product 
counted in with the other products in the 
computation of real income. But the reduction 
of the work-week from 84 and 72 hours to 48 
and 40 hours for many western countries has 
considerable significance in terms of over-all 
want-satisfaction in these countries. If the 
work-week had remained longer, the national 
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TABLE 

no 


Average Percentages of Non-Agricultural Labor Force Unemployed in 
Selected Countries, 1925-34 


Country 

Average Percentage 
Unemployed 

Country 

Average Percentage 
Unemployed 

Germany 

18.8 

Mexico (1931) 

10.5 

Hungary 

16.7 

Argentina (1932) 

87 

United States 

14.7 

Sweden 

8.6 

Austria 

14.3 

New Zealand 

8.1 

Great Britain 

12.6 

Spain (1936) 

8.0 

Norway 

12.6 

Czechoslovakia 

6.1 

Australia 

12.4 

Italy 

4A 

Canada 

11.8 

France 


Greece 

11.0 

Portugal (1931) 

2.1 


Source: Colin Clork, The Conditions oI Economic Progrou, p. 70. 


outputs, as measured, would have been much 
higher; and world output would undoubtedly 
have been somewhat higher. 

3. Extent of Resource-Utilization 

But there is another very important reason 
why economic progress in relation to total and 
per-capita national incomes may have become 
secularly less, at least in some countries: Avail¬ 
able economic resources were not fully utilized 
every year. There were in fact cyclical and 
sometimes "stagnation’’ periods of unemploy¬ 
ment during which actual output was con¬ 


siderably below potential output. In Table 110 
we see the estimated average percentages of the 
non-agricultural labor force that were un¬ 
employed in certain countries during the years 
1923-34. As a result of such idleness of re¬ 
sources we find such deficiencies of per-capita 
income as those suggested by the data in 
Table 111. 

When resource-utilization declines cyclically 
all over the world, as in 1929-33, the volume 
of world trade falls off even more than propor¬ 
tionately, in money terms. By 1933 the pound¬ 
sterling value of world trade was only about 


TABLE Actual and Potential Income Per Person in Entire Labor Force, 1925-34 

111 


Country 

Actuol Income (in 
International Units) 
per Employed and 
Unemployed Person 


2 

United States 

1.368 

Canada 

1,337 

New Zealand 

1.202 

Great Britain 

1.069 

Australia 

980 

France 

694 

Sweden 

653 

Germany 

646 

Norway 

539 

Austria 

Oil 

Czechoslovakia 

455 

Holy 

343 


Approximate Averoge 
Income if Whole labor 
Force Hod Been Em¬ 
ployed (in Interna¬ 
tional Units) 

Percentage of 

Actual to 

Estimated 

Potential 

Average Income 
(Col. 2 + Col. 3) 

3 

4 

1,550 

1,440 

1,280 

1.210 

1.090 

720 

700 

750 

590 

570 

480 

360 

88 

93 

94 

88 

90 

96 

93 

86 

91 

90 

95 

95 


Source: Colin Clark. The Conditions of Economic Progress, p. 77. 











THE ECONOMIC PROCESS IN THE WORLD ECONOMY 


1119 


half the 1929 figure. The physical volume fell 
off by 25 percent. 1 

4. The Allocation of World Economic Re¬ 
sources 

Turning now to the allocation of economic 
resources, we have to consider, in the midst of 
the world setting (a setting which is itself in 
the process of dynamic change as a result of 
the economic-political decisions of the house¬ 
holds, firms, and governments of the various 
countries) three of the apportionments with 
which we have become familiar: (a) leisure 
versus income; (6) consumption versus saving- 
investments; and (0 the allocation of consump¬ 
tion spending and investment spending among 
the various consumption and investment prod¬ 
ucts. We have also to recall the obstacles to 
an optimum allocation of resources that arise 
from monopolistic and irrational private and 
governmental economic decisions. 

a. Leisure versus Income 

The data on these allocations arc frag¬ 
mentary, but certain conclusions appear ten¬ 
able. In respect to the allocation of time 
between leisure and income, the benefits of 
technological progress, capital formation, and 
newly discovered natural resources seem to 
have been divided between more leisure and 
more income; the quantities of both these goods 
could be increased as technical advance, etc., 
permitted notable expansions in population. 
But the increases in real income over time 
appear to have been larger, percentage-wise, 
than the percentage decreases in the length of 
the standard work-week. 

Be that as it may, it appears in general that 
the countries which stand highest in per-capita 
productivity or income (see Table 109) are the 
ones which have the shortest work-weeks. 

b. Consumption versus Saving-Investment 

On the allocation of total available re¬ 
sources between consumption and saving, 
fragmentary data suggest the following: ( 1 ) 
Over considerable periods of time, the 
greater the increases in total and per-capita 
incomes in most countries, the lower the pro¬ 
portion of total income saved and net-invested. 
This general conclusion is not inconsistent 

1 Colin Clark, op. dr., p. 641. 


with the view that over short periods of time 
an increase in total real income results in a 
larger proportion of saving. The point is that 
over longer periods the propensity-to-consurae 
curve appears to shift successively upward, 
causing an increase in the short-run percentages 
of income allocated to consumption. In other 
words, after each shift in the PC curve, a 
higher percentage is used for consumption out 
of any given income; if income had remained 
the same, the percentage used for consumption 
would have been larger because of the shift. 
In terms of the way we derived the PC curve 
(Chapter 23), the long-run upward shifts of 
this curve follow from successive leftward 
shifts of the relevant parts of household indif¬ 
ference curves toward the consumption axis. 
The conditions causing these shifts include 
long-run progress in technology and resources, 
contact with higher planes of living, competi¬ 
tive consumption, advertising, and so forth, 
all of which operate to raise standards of living. 
(2) At any one time, in the poorer, less devel¬ 
oped countries, i.e., in those having the lower 
per-capita incomes, the proportions of total 
incomes saved are higher than in the richer 
countries. The relevant portions of the in¬ 
difference curves of the households in the 
poorer countries are closer to the savings axis. 
However, this conclusion would not hold for 
countries at or near the level of bare subsist¬ 
ence: Such countries cannot take another notch 
in their consumption belts (i.e., cannot save) 
if they are already at minimum consumption 
levels. 

C. Allocations of Total Consumption and Invest¬ 
ment Spending 

Given the allocations of total resources 
between consumption and saving-investment, 
over time and at any one time, how have these 
two totals been allocated, respectively, among 
the various categories of consumption goods 
and investment goods? Here our statistics are 
weakest of all. Data are available for only a 
very few countries. But there is one kind of 
information available for a goodly number of 
countries which has considerable economic 
significance. We have already presented it in 
Table 105 of this chapter. This is the alloca¬ 
tion of labor resources (and may also be con¬ 
sidered roughly to suggest the allocation of 
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TABLE 

112 


World Distribution oj Income, 1925-34 


Per-Capilo Income 
(in international 
unit*) 

Millions of 

Persons in 

Each Closs 

Percentage of World 

Population in Each 

Closs 

Over 500 

130 

6.2 

400-499 

85 

4.1 

300-399 

55 

2.6 

200-299 

140 

67 

100-199 

360 

17.1 

Below 100 

1.325 

63.3 

Totol Income—254.4 billions 

Total population—2.095 

100.0 


Wc«: Based on population and per-capito income data in Colin Clorfc. Tho Conditions of Economic Progress, p. 57, and Tho 
Economics of I960, Appendix. 


capital) among primary, secondary, and terti¬ 
ary industries. If the student will consider 
Table 105 along with Table 109 he will sec 
that in general it is the countries having the 
highest percentages of resources in the tertiary 
industries which also have the highest per- 
capita incomes. 

There can be little question about the fact 
of this correlation. But it would be a mistake 
to conclude that the high (or low) percentage 
of employment in tertiary industries is a cause 
of high per-capita incomes. The chain of cause 
and effect appears to be this: Relatively rich 
natural resources, capital formation, advanced 
technology, and an intelligent, industrious 
population make for high per-capita incomes, 
which in turn create a demand for the products 
of tertiary industries and an allocation of re¬ 
sources to them. 

d. Obstacles to Optimum Allocations 

Our study of a real-world national economy 
like the United States and of the real-world 
multi-national economy provides many ex¬ 
amples of how (1) ignorance obstructs the 
making of rational economic decisions by 
private economic units and national govern¬ 
ments and (2) private and governmental 
monopolistic, , beggar-my-ncighbor "decisions 
obstruct the ideal allocation of national and 
world resources. We need merely remind our¬ 
selves here that in the absence of such obstacles 
want-satisfaction in each country and in the 
world would be much higher from the alloca¬ 
tion standpoint. 


5. The Distribution of Money Incomes and 
Want-Satisfaction 


We said earlier that in terms of a minimum 
■‘decent’’ standard of living, the world was 
a wretchedly “poor” place. That is, if the 
world's total average annual income of $254 
billions had been equally divided among all 
the world’s two billions of persons in those 
years, each person would have had, as already 
shown, about $127, or possibly $800 per 
household. But of course this total income 
was not equally distributed. The data in 
Table 112 give a very rough estimate of the 
numbers and percentages of persons in the 
specified income classes. Most striking among 
the table’s figures are the probabilities that in 
those years (1) only 6 percent of the world’s 
population received a per-capita annual aver¬ 
age income of more than $500 per year; and 
(2) more than 60 percent received less than 
$100 per year on the average. Translated into 
household figures, we may say roughly that 
only 6 percent of the world’s household ob¬ 
tained more than $2000 per year, on the aver¬ 
age, and over 60 percent received less than 
$600 per year. 


. Summary and Conclusions on International 
Economizing 

We have just seen that (a) the world s 
ealth and income arc very unevenly distnb- 
ted among the nations; (*) the world is a 
sverty-stricken place for the majority of the 
habitants; (c) the want-satisfact.on of the 
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world’s households has not approached maxi¬ 
mization in terms of attainable objectives; and 
00 some progress has been made toward rais¬ 
ing the level of world economic welfare. Let 
us summarize what we know about the causes 
of these conditions and what might reasonably 
be done to increase economic progress and 
reduce poverty. 

It appears that, among the chief reasons 
for the low level of world want-satisfaction, 
ignorance, lack of social imagination and 
understanding, and intolerance stand high. 
From these and other circumstances come war 
and its destruction of economic resources; pri¬ 
vate and government monopolistic practices; 
lack of effective economic-political organiza¬ 
tion; and lack of capital and advanced tech¬ 
nology in many areas. The economic progress 
that has been made, small as it has been for 
the world as a whole in terms of reasonable 
potentialities, has been the result of increasing 
the sum of economic, technological, and 
political understanding; the spreading of such 
knowledge and of capital resources from the 
"have” to the ' have-not” areas; the develop¬ 
ment of more stable and intelligent govern¬ 
ment; and the growth of cooperation among 
nations. Clearly, then, the hope for substantial 
further progress and increase in world eco¬ 
nomic welfare lies in greatly strengthening 
and increasing the factors just mentioned. The 
wealthier nations must work not only to 
achieve full utilization of resources, rational 
allocation of resources, equitable distribution 
of income and steady economic progress within 
their own borders, but also to diffuse the bene¬ 
fits of their superior resources and technical 
knowledge throughout the presently less- 
favored countries. By cooperating interna¬ 
tionally in this fashion they will in the end 
raise their own levels of welfare as well as 
that of the world as a whole. 

D. General Summary and Conclusions 

We have indeed come a long way since we 
pegan our studies in political economy by 
investigating a tiny hypothetical self-sufficient 
economic unit, the isolated frontier household. 

e have traveled through an imaginary world 
o* small and large "national" and inter¬ 
national economies; we have taken a sample 
of real-world national economies; and we have 


just surveyed international political-econo¬ 
mizing. Now, at the end of our travels, and 
before taking a holiday from our arduous ef¬ 
forts, we must take stock of our findings and 
set them down here in summary fashion. 

Let us start from a broad base: We need, 
first, to relate our field of economics and po¬ 
litical economy to the whole field of human 
knowledge and human behavior. Man, like 
other animals, is endowed with certain basic, 
hereditary urges and organic drives. He desires 
outlets for these drives. The outlets he finds 
depend on his natural or physical environment 
plus the social environment that he fashions 
in order to control the natural environment, 
i.e., in order to find outlets in the natural en¬ 
vironment. 

In common with other animals, man finds 
from his environment only limited outlets 
or opportunities to satisfy his desires. Therein 
lies the basis for his economizing, i.e., for the 
making of choices among alternative oppor¬ 
tunities forced upon him by a niggardly en¬ 
vironment. But man, by virtue of his superior 
capacities, is the only animal able to exert 
a large measure of conscious, organized control 
over his natural environment. Other animals 
must perforce adapt themselves to their en¬ 
vironments or perish; and their modes of 
adaptation arc almost wholly instinctive and 
unlearned. Their alternatives are extremely 
limited. Human beings, on the other hand, 
through the development of social and en¬ 
gineering techniques, arc able constantly to 
widen the range of alternatives. 

In a broad sense, human progress in enlarg¬ 
ing the means of achieving general want- 
satisfaction depends on (*) the recognition of 
the nature and the relative costs and utilities 
of alternative routes to want-satisfaction; and 
(© discovery of new alternative routes. 
Included in the "recognition of the nature" of 
alternatives is the fact of divisibility or in¬ 
divisibility in any alternative. Choice is greatly 
restricted where alternatives are considered 
indivisible, i.e., where it is believed that one 
must select the whole of a thing or none at all. 
Individual and social unhappiness and conflict 
are much more likely when alternatives are 
indivisible—or are thought to be. On the 
other hand, when alternatives are or are be¬ 
lieved to be divisible, a person or a society 
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can or thinks it can have some quantity of 
each alternative, economic, social, or political. 
The problem is then to choose the combination 
of quantities that will maximize satisfaction. 
Under these circumstances persons or societies 
are much less likely to go * overboard." There 
is a much better chance for democratic com¬ 
promise and internal balance and stability. 

At any one time the amount of over-all 
want-satisfaction in any society depends on 
the quantity and quality of economic and social 
resources, the level of engineering and social 
technology (including knowledge of the meth¬ 
ods of distributing claims on want-satisfaction 
among the households), and the effectiveness 
with which the techniques are applied to the 
utilization of resources. Over periods of time, 
growth in the amount of want-satisfaction 
depends on enlarging the quantity and quality 
of resources and on improving the engineering 
and social technology. 

Most of this book has been devoted to ex¬ 
plaining, in various settings, the fundamental 
principle of choosing rationally among various 
sets of recognized divisible alternatives. Ra¬ 
tional choice was found to involve the selec¬ 
tion of those quantity-combinations of the 
various desired economic and political goods 
which maximized want-satisfaction. Maximi¬ 
zation occurred when the outlay of one unit of 
resources resulted in the same amount of utility 
from each good. Under these circumstances 
there was an optimum allocation of resources 
and an optimum composition of want-satis¬ 
faction. 

We found that this principle of resource- 
allocation and utility-maximization had uni¬ 
versal application wherever man is confronted 
with alternatives among which hemust choose. 
In our study we dealt almost entirely with 
economic and political alternatives and choices. 
On the economic side, the main decisions for 
any society involved GO the allocation of 
available hours between leisure and work-for- 
income; (*) the allocation of total economic 
resources between present consumption and 
saving-investment; and (r) the allocation of 
these two quantities, respectively, among 
various consumption goods and among various 
investment goods. On the political side, the 
main choice or decision lay between free¬ 


dom" and "security," as those terms were 
used in the text. 

We studied the maximization principle in 
respect to these decisions in various settings 
of resources and engineering and social tech¬ 
nology. In order to see the whole 'Teal" 
economic-political process as compactly and 
simply as possible, we looked first at an im¬ 
aginary isolated frontier household. Then, in 
order to understand the nature and significance 
of specialization in production and of exchange 
of products we studied a hypothetical two- 
household barter economy. This economy also 
gave us some analytical insight into the process 
of bargaining between two sovereign economic 
entities. 

From the one- and two-celled economies we 
turned to several hypothetical multicelled 
ones. These were societies of much specializa¬ 
tion and extensive exchange facilitated by the 
use of money. Because they were so big and 
complicated, we had to develop our under¬ 
standing in several steps; we at first assumed 
away some of the complications. We ruled out 
government, except for the model authori¬ 
tarian economics, where of course the govern¬ 
ment was of prime importance. This assump¬ 
tion left us, in respect to the non-authoritarian 
economies, with two units making economic 
decisions—households and firms. In order to 
understand the economic choices of these units, 
we at first adopted the "partial” approach; we 
held all conditions constant except those within 
the unit itself. And in order to prevent the 
intrusion of economic change and uncertainty, 
we adopted our "stationary" assumptions. 
After explaining the principles of utility- 
maximization for a single household and the 
principles of profit-maximization for a single 
firm, we abandoned the "partial for the 
"general" approach. We derived product- 
demand and product-supply curves and labor- 
and-savings-supply curves and labor-and-sav- 
ings-demand curves, and we discovered how 
general equilibrium came to exist in the 
whole (purely competitive) stationary econ¬ 
omy (Atomisia). 

By abandoning certain of our stationa y 
assumptions we then learned the nature 
economic progress and the reasons for ir And 
by jettisoning all our stationary assumptions 
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we were able to analyze what we called the 
"dynamic” economy. We found that, because 
of the unevenness of change and the uncer¬ 
tainty of its effects, there was yet another 
economic decision to be made in a society in 
which the decision to invest is often or usually 
made independently of the decision to save; 
there had to be an allocation of savings among 
holding-as-money, holding-as-sccurities, and 
holding-as-commodities. This decision was 
based on price expectations, and it determined 
the total investment spending of the economy. 
This spending plus the consumption spending 
resulting from the consuinption-versus-savings 
decision determined the total of all private 
spending. A fall in total spending often led to 
a business downswing, an increase to an up¬ 
swing. We found that the conditions affecting 
the expectations of households and firms 
(including banks) were most important in 
influencing the total flow of spending per 
period of time. We found that these expecta¬ 
tions were subject to much fluctuation and that 
the fluctuation was often cumulative, thus 
making for cyclical changes in total spending, 
income, and employment. 

In our other non-authoritarian economics 
we abandoned our assumptions of pure and 
reasonably perfect competition. We studied the 
economic nature and effects of various ele¬ 
ments of monopoly. 

From our analyses of all these large im¬ 
aginary non-authoritarian economics we came 
to a number of welfare conclusions: (*) Given 
the distribution of income, total want-satis¬ 
faction is maximized in a purely competitive 
economy under stationary or progressive as¬ 
sumptions. 

w Even under such assumptions, want- 
satisfaction can be higher if the money claims 
on want-satisfaction are evenly distributed 
than if they are very unequally distributed, 
provided we assume that the capacity to enjoy 
want-satisfaction is about equal among human 
oeings, and provided that the incentives to 
produce (work and invest) are not destroyed in 
the process of equalizing incomes. 

(0 Unless the elasticities of product-demand 
*5® 7 1 ? , same for all products and unless the 
e asticities of factor-service supply are the 
same for all services, there is a misallocation 


of resources and a failure to maximize total 
want-satisfaction wherever monopolistic ele¬ 
ments exist. 

(<0 This misallocation can possibly be recti¬ 
fied by the opposition of monopsony with 
monopoly and vice versa. But even under such 
universal bilateral monopoly the chances are 
very much against attaining an optimum al¬ 
location. 

CO The loss in total want-satisfaction from 
monopolistic elements is probably much less 
than that resulting from a misallocation of 
savings among money-holding, security-hold¬ 
ing, and commodities-holding or investment; 
that is, it is probably much less than the loss 
from cyclical fluctuations or low-level stagna¬ 
tion in the extent of resource-utilization. 

(/) The loss in total want-satisfaction be¬ 
cause of a considerable inequality in income 
distribution might be less than the loss oc¬ 
casioned by efforts to lessen the inequality very 
substantially. That is, measures undertaken to 
make income distribution much less unequal 
might so weaken the incentives to work and 
to save that total income might be considerably 
lower than before. But here again the alterna¬ 
tives seem by no means to be indivisible. The 
choice need not be between leaving income 
inequalities as they are and destroying all in¬ 
centives to high output; or conversely, the 
alternatives are not absolute equality of in¬ 
comes and complete preservation of incentives. 
Actually the problem is to find the optimum 
combination of income-redistribution and of 
incentives to work and invest. At this opti¬ 
mum point the gain in total want-satisfaction 
from making income-distribution less unequal 
is just offset by the loss in satisfaction from 
diminution of incentives. As pointed out in 
our discussion of taxing economic rents, con¬ 
siderable redistribution may be accomplished 
with little loss of incentive if the taxation falls 
only on the economic surplus. 

(g) The losses in want-satisfaction both from 
monopoly and from unemployment of re¬ 
sources, i.e., the failure of dollar votes by 
households in the product markets to achieve 
maximization, may lead the households so to 
cast their political votes in the polling places 
that government will take on the role of a 
maker of economic decisions. Households may 
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want government to regulate or prohibit 
monopoly and to strive for full employment. 
Furthermore, income may be so unequally 
distributed that the households may also 
politically vote that their government shall 
make it less unequal. 

One way for a government to handle the 
above three losses in total want-satisfaction 
is to take over the ownership of economy’s 
non-human resources. The method of acquir¬ 
ing and effectuating such ownership is some¬ 
times (but by no means always) authoritarian. 
Since political as well as economic despotism 
is sometimes involved in the process, we 
studied the operation of an economic-political 
dictatorship. And in so doing we described 
a way in which, through an application of 
The Rule (purely competitive), the households' 
want-satisfaction might possibly be maxi¬ 
mized. We also found that adherence *to The 
Rule does not, at least in theory, necessarily 
involve political dictatorship by the govern¬ 
ment. Whether in practice this last could be 
true is a matter for the student to ponder. 
Certainly the enforcement of The Rule on a 
broad front would appear to involve large- 
scale governmental interference with private 
economic decision-making. It might also be 
impossible to administer. 

(/>) Governmental efforts to increase want- 
satisfaction by interfering broadly with private 
resource-allocation and income-distribution 
may (unless the voters are fully aware of the 
costs as well as the utilities of such measures 
and have nevertheless chosen them) result in a 
net loss in want-satisfaction, particularly when 
the loss in utility from government interference 
with private decision-making is considered. 
But the loss in want-satisfaction from severe 
cyclical fluctuations seems to outweigh those 
from resource inisallocation and great income 
inequality. And the lessening of such fluctua¬ 
tions through the control of government spend¬ 
ing seems to involve much less interference 
with private decision-making. Consequently, 
informed voters may decide that government's 
main economic task shall be the maintenance 
of high employment without inflation. 

(/) Three of the most important cardinal 
principles of political economy may then be 
stated as follows: (1) From a given limited 
quantity of fully employed resources and with 


given technology, a society can obtain more of 
any one good—e.g., medical service or old-age 
pensions —only by giving up certain quantities 
of other goods. The basic principle of oppor¬ 
tunity or real cost is fully operative here. (2) 
Unless resources are unemployed, the only way 
to obtain more of every good is to increase the 
quantity of various resources and /or to improve 
technology. It therefore seems unwise, unless 
some compensating gain is involved, for a 
society to organize itself so that the incentives 
to economic progress, i.e., the inducements to 
increase the quantity of resources and to im¬ 
prove technology, are impaired. (3) If resources 
are unemployed, more of every good can be 
obtained by moving to full employment, even 
if technology and the quantity of resources arc 
not improved. But the measures for obtaining 
full employment should be scrutinized carefully 
for possible impairment of the incentives to 
improve resources and technology. 

Our study of the hypothetical economies 
showed us the principles which human beings 
in households, firms, and government must 
follow if they wish to succeed in maximizing 
welfare. Our discussion of the real-world 
economies of the United States, Russia, and 
Britain showed us how the human beings in 
these economic units actually do behave in 
making economic decisions. With the help 
of the principles of how people ought to behave 
economically we could compare and evaluate 
how they do behave. And from these compari¬ 
sons we could reach certain conclusions about 
the ways whereby their economic and political 
behavior could be improved so as to give them 
substantial gains in welfare. 

This comparison of theory with practice is 
perhaps the greatest contribution that a study 
of political economy can make. It is the chief 
justification for the existence of such a field 
of study. And it is the complete answer to 
those who sometimes attack economic theory 
as unrealistic. The "principles of economics 
are the principles of successfully choosing 
among all sorts of alternatives. If real-world 
economizing fails to adhere to these principles, 
it is necessary to find where it fails and to pre¬ 
scribe effective remedies. Economic theory is lor 
the most part the science of economic healtn. 
And it can be just as useful as medical science 
for treating the diseases of the real world. 
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The above statements arc fully applicable 
also to the two sections of this book (includ¬ 
ing this final chapter) that have dealt with 
international political economy. We learned 
first the ideal principles of resource-allocation 
and welfare-maximization for the world econ¬ 
omy (Chapters 30-32). Then we compared 
(Chapters 47-48) the way in which nations 
and their private economic units ought to 
behave with the way they do behave. In 
studying multi-national political economy we 
found that the costs of moving products or 
factor services through space, and the exist¬ 
ence of certain immobilities and other condi¬ 
tions, resulted in certain principles of econo¬ 
mizing that were peculiar to inter-regional and 
international trade. There was also one very 
important political fact that distinguished the 
multi-national economy from any national one: 
the fact that there is no world super-govern¬ 
ment to try to correct misallocation or unem¬ 
ployment of resources and highly unequal in¬ 
come-distribution in the world as a whole. 
Each nation is a sovereign entity free in time 
of peace or war to try to beggar its neighbors 
for its own economic-political aggrandize¬ 
ment. In the absence of a world government, 
the most that can be hoped for is that each 
nation, faced with the incontestable evidence 
that conflicting economic and political meas¬ 
ures and narrowly selfish nationalism end in 
lower want-satisfaction for all countries, will 
adopt the much more enlightened view that 
the way to increase its own want-satisfaction 
is to cooperate economically and politically 
with other countries in various multi-national 
associations to heighten tbtir amounts of want- 
satisfaction. This way lies the promise of 
gradual attainment of world peace and gradual 
removal of unreasonable restrictionism. The 
other way promises to lead to World War III 
and the further shattering of civilized values. 

If the international rule becomes live-and- 


let-live rather than dog-eat-dog, it seems 
likely that it will become so only through the 
growth and wide dissemination of economic 
and political knowledge and understanding. 
In discussing our imaginary and real-world 
economies we repeatedly stressed our belief 
that no economic-political system can, in the 
broadest sense, be said to be moving toward 
an optimum allocation of social resources and 
a maximization of over all welfare unless its 
citizens continually work at increasing their 
knowledge of the alternative goals and meth¬ 
ods of economizing open to them; unless they 
study the relative marginal costs and utilities 
of the known alternatives; and unless, in¬ 
creasing their understanding of these things, 
they consciously, deliberately, and freely 
work to select the ' quantities” that they be¬ 
lieve will provide the highest amount of satis¬ 
faction. For world welfare to be maximized, 
all sorts of "iron curtains” and barriers to 
understanding will have to be scrapped in all 
countries. 

It should be clearly understood that the 
authors of this book do not believe they have 
delivered to the reader all economic wisdom. 
Nor should any one think that the principles 
of political economy arc all known and under¬ 
stood by economists with finality. This book 
says "explore with us,” "apply your own 
critical independent thinking,'* and "help 
develop the sum of economic knowledge and 
understanding.” It docs not say "learn and 
accept on faith what is written in this bible." 
The economist does not fully understand the 
nature of all economic ill-health, or its causes 
and remedies, any more than the man of 
medical science knows all about physical and 
mental disease. But the economist, like the 
physician, offers as part of his prescription for 
the further conquest of disease the precept, 
"increase your knowledge, for with knowledge 
come wisdom and health." 
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price of product, 203-217, defi¬ 
nition, 203-204, individual vs. 
group demand, 203, law of 
demand, 209, determinants, 206- 
208, effective, 204, price elas¬ 
ticity of, 209-220, shifts in, 207- 
208. 385-388. for a single firm s 
product, 253-254. 523. 524-526. 
558ff., 577ff.. 581ff., 596, 629ff.. 
843ff-. 856-857, 858-860, in¬ 
fluence on revenue-product sched¬ 
ules and on factor-service de¬ 
mand. 298. 301, 303, 308. 321, 
328-330, 342-343. 347-348. 566, 
580. equilibrium with supply, 
383-388. 389-390. 392-393, 862- 
863; in relation to income, 217- 
220. income demand schedule 
and curve, 218-219. income elas¬ 
ticity of demand, 219-220; total 
demand for all industries" prod¬ 
ucts. 402-403, 623ff-; in inter¬ 
regional and international trade, 
643fr.. 664ff.. 681 ff. 

Department of Commerce, 9/Off. 

Depreciation of capital, 110. 359. 
917 

Derived demand for factor service, 
300-301. 314-330 
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Devaluation of currency, 694-695, 
1042ff. 

Devaluation of pound sterling, 
1042ff., 1062ff. 

Dcwhurst, J. F., and associates, 
749ff., 763ff., 796ff. 
Differentiation of product and em¬ 
ployment conditions, 518ff., 
550ff., 575. 856-857, 858ff. 
Diminishing returns (see Returns) 
Discontinuous marginal curves, 
558ff. 

Discounting future values, 429-430, 
431, 432, 433, 434,445ff. 
Discounting loans, 809 
Discriminating monopoly and mo¬ 
nopsony, 581 ff. 

Disposable income, 975, 976 
Dissaving, 11 Iff., 420ff. 

Distribution of income, principles 
of, 47, 48-50. 69. 120-122, 133- 
134, 163-165. 409-410. 521. 553. 
576. 623ff., 703-704, 1004-1005; 
in particular economies, Ato- 
misia, 163-165, 408-412. 513. 
Dictatia-Rulcnia, 623ff., Great 
Britain, 1043. 1058-1061, 1069- 
1072, isolated frontier house¬ 
hold, 120-122, Monocompia. 
545-546, Monopia, 605-606. 
Oligopia, 569-570, Russia. 1004- 
1005, 1023-1024, 1029. small 
barter economy, 145-147, United 
States, 759, 986 989. the world, 
651-652, 659-660, 1120-1121; 
relation to resource allocation, 
122-123, 408; relation to size of 
income and want-satisfaction, 
122, 145-147, 412, 546, 569, 605, 
651ff., 703-704; relation to taxa¬ 
tion, 881, 892, 898; relation to 
government spending, 779-881, 
892, 898 

Dividends, 789ff. 

Divisibility and indivisibility of 

productive factors, 262 , 263 , 300 , 
326, 550ff., 559 

Division of labor (set Specializa¬ 
tion) 

Domestic system of production, 

732-733 
Drafts, 806 


Dumping, in international trade, 

679, 922ff., 1091 ff. 

Dynamic analysis, 166-167 
"Dynamic" economy, nature of, 
167, 444; economizing in, 445- 
515, 547, 570-572. 607-610, 
687-695 

' Economic" man, 25. 36 
Economic problem, the. 4-5, 7-8, 
12-14 

Economic progress (see a!so Pro¬ 
gressive economy), 881 -882,956- 
958, 983-984. 1027-1028. 1046ff., 
1064, 1065-1066, 1115ff. 
Economic rent (see Rent) 
Economics, definition of. 14-15; 
distinguished from other studies, 
6-7; fundamentals of. 11-15; in 
the student's life, 4-5; in pro¬ 
duction of rubber tires. 5-8; in 
the whole economy, 8 - 11 ; meth¬ 
ods of, 1 5-21; social organization, 
relation to. 5. 7-8, 14; subject 
matter, 4-11 

Economics and diseconomies of 
scale of plant, 270-273 
Economizing, goals of. 47, 48-50. 
in particular economies. Ato- 
misia. 163-165. Dictatia-Rulenia, 
619ff., Great Britain, 1043, iso¬ 
lated frontier household. 69. 
Monocompia, 521, Monopia, 
577, Oligopia. 553. Russia. 1004- 
1005. small barter economy, 133- 
134, United States. 832-833. the 
world. 722-723. 742-743. 1089- 
1090; methods of. 48. 50-51. in 
particular economies. Atomisia, 
158-163. Dictatia-Rulenia.619ff., 
Great Britain, 1041-1043, iso¬ 
lated frontier household. 69, 
Monocompia. 519-521, Mono¬ 
pia. 576-577. Oligopia. 550-553. 
Russia, 1005-1012, small barter 
economy, 126-133. United States, 
780-832, the world, 723-724, 
743-744, 1087-1089; principles 
of, 70-72, 615-616. 623ff., 699ff., 
886ff„ 1016ff., 1044ff. 

Elasticity of demand for durable 
productive factors (see De- 
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mand for durable productive 
factors) 

Elasticity of demand for factor 
services (see Demand for factor 
services) 

Elasticity of factor-service supply 
(see Supply of factor services) 
Elasticity of price expectations 
(see Price expectations) 

Elasticity of product demand, price 
elasticity, 209-223. meaning, 
209-210, degrees of. 210, deter¬ 
minants of, 214-223. methods 
of computing. 210-214, for a 
single firm. 253ff . 523ff., 558ff., 
577ff.. 581 fT.. 629ff.. 843ff.. 856- 
857, 858-860; income elasticity, 
meaning, 217-218. method of 
computing. 218-220; in inter¬ 
national trade, 674ff., 1094ff.; 
in relation to product taxes, 
901-902 

Elasticity of product supply (see 
Supply of products) 

Elasticity of substitution, between 
consumption products, 215-217; 
between factors of production, 
316-317. 344-345 

Elasticity of supply of durable 
productive factors (/// Supply of 
durable productive factors) 
Enclosure movements, 729-730 
Entry into markets, 150IF., 519ff., 
553ff., 576ff. 

Environment, influence of, 29-32; 

meaning of, 28-29 
Equal marginal ratios, 88-89, 97. 
105. 119, 140, 141. 175, 185. 
195. 313, 321, 330. 397, 432, 
434. 536. 540-541, 599, 629ff., 
645. 649, 653. 655, 657, 701, 887 
Equality of opportunity, 49, 51 
Equalizing wage rate, 590ff. 
Equilibrium, nature of.|85-86, 382- 
383; for a household, 85-91, 95- 
97, 103-106, 118-119, 123-124, 
173-176, 185. 187, 193-195, 200- 
201, 430-433; for an economy, 
138-141, 142-144, 396-413, 442, 
455ff., 499-500. 540-541, 567, 
599, 623ff., 643ff., 664ff., 681ff., 
700ff.; for a firm, 266-295, 304- 
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309, 313-330, 330-331, 331-335. 
358-360. 433-435, 527-533. 533- 
537, 537-538, 559-562, 563-565. 
566, 578ff., 590ff., 594ff.; for an 
induscry, 380-393, 539-540, 

554ff.; for a union, 590ff.. 594ff.; 
for government, 623ff , 886ff.; 
in interregional and interna¬ 
tional trade, 643ff.. 664fT., 681 ff ; 
market, 383-389; short-run, 389- 
392, 527-529; long-run. 392-394, 
529-532; product. 383-388, 389- 
390, 392-393. 527-532. 554-557. 
559-562, 578lf., 629ff.; factor 
services. 388-389. 390-392. 393. 
403-406. 532-537. 557. 563-566, 
579ff., 590ff., 594ff.. 629ff.; du¬ 
rable factors, 393-394 
Equity vs. contract savings. 789 
Estate taxes, 900 

European Recovery Program, 1050, 
1064 

"Ever normal granary," 921ff. 
Excess profits tax, 905 
Excess reserves of banks, 810ff. 
Exchange, general conditions of, 
129-132; meaning, 129; special 
conditions for international, 134- 
136, 640-^42, 643ff ; under abso¬ 
lute advantage, 136-147, 643ff ; 
under comparative advantage, 
147-149, 663; mediaeval times 
and later, 726ff. 

Exchange control in foreign trade, 
1106-1107 

Exchange stabilization fund, 1106 
Excise tax, 901fF. 

"Exhaustion" of total value prod¬ 
uct, 330, 541ff., 568. 599, 630ff . 
867ff. 

Expectations {see Price expecta¬ 
tions) 

Expenditure by government, 796ff., 
908fl\,935ff.,1061fT. 
"Exploitation," 546-547 

Factor services, meaning of, 169- 
170; demand for, 339-355. 532ff . 
557ff . 563. 566. 579, 580. 589fF . 
843IF., 85"ff., 860; supply of. 

226-244.299-300.403-406, 532IT., 

557, 562ff., 5791T., 623ff., 840ff. 


Factors of production, definition 
of, 65; classification, 65-66; re¬ 
lation to resources. 65; services 
of, 169-170; demand for, 355— 
361; supply of, 378-379 
Factory system, nature of, 733- 
734; effects of, 734ff. 

Fair Labor Standards Act, 926 
Family allowances, 939, 1061 
Fascism, 614. 742ff. 
"Featherbedding" practices. 844 
Federal Deposit Insurance Corpora¬ 
tion, 823 

Federal Farm Board, 920 
Federal Mediation and Concilia¬ 
tion Services, 928. 961-962 
Federal Reserve Act, 818, 825 
Federal Reserve banking system, 
817-823 

Federal Surplus Commodities Cor¬ 
poration. 921-922 
Federal Trade Commission, 786, 
859, 923ff., 933 

Federal Trade Commission Act, 
923ff., 933 

Fellncr, William, 759 
Feudalism, on the manor. 717-720; 

in towns. 720-722 
Financial institutions, private, 
807ff., government, 807ff. 

Firm, the equilibrium of (see 
Equilibrium); nature of, 245- 
247; profit goal of, 247-250; rela¬ 
tion to resource-allocation, 250. 
251-252, 297-298; io Atomisia, 
245-336; in Monocompia, 519- 
521. 524-540, 589-598; in Oligo- 
pia, 551-553. 553-567; in Mo- 
nopia, 576-577. 577-586; in Dic- 
tatia-Rulenia, 619; in Great 
Britain. 1042; in Russia, 1006ff , 
1015; io the United States, 784- 
795. 853-862, 862ff., 976ff.; in 
the multi-national economy, 
652/F., 1091-1092ff. 

Five year plans, 1009ff. 

Fixed assets. 741 
Fixed capital. 416, 789ff. 

Fixed cost {see Costs) 

Food, Drug, and Cosmetic Act, 
933 

Foreign exchange, 664ff. 


Foreign trade {see International 
trade) 

Freedom, desire for, 35-36 
Freedom of contract and enterprise, 
159 

Freight rate discrimination, 913- 
914 

Full Employment Act of 1946, 
958 

Full-line forcing, 856 

General equilibrium {see Equilib¬ 
rium for an economy) 

Gilds, mediaeval, 721-722 
Goals and methods of economiz¬ 
ing {see Economizing) 

Gold shipping points, 669ff. 

Gold standard currencies, "clas¬ 
sical," 651, 665, 668ff.; limited. 
802ff. 

Goods, nature and kinds, 59-61 
Gosbank, Soviet Union, 101 Iff. 
Gosplan, Soviet Union, 1009ff. 
Government, nature and functions 
of. 38-47; relation to economic 
welfare, 46-52, 725ff.. 743ff.. 
877-967; authoritarian, 41, 43. 
612ff.. 710ff.. 725ff •. 743ff •. 994ff.; 
democratic, 41, 43-46, 612ff., 
725ff-, 743ff.. 877ff., 8941T.. 
1042ff ; economizing of, in Dic- 
tatia-Rulenia, 618-639. in Great 
Britain. 1044ff . in Russia, 1004ff. 
in the United States, 877-967. in 
the world, 1093-1H5; role of. 
in particular economies, Ato¬ 
misia. 158.159. Dictatia-Rulenia. 
618-639, Great Britain, 1042ff.. 
isolated frontier household. 69. 
Monocompia, 519, Monopia, 
576, Oligopia. 551. Russia. 
1004ff., small barter economy, 
133, United States, 794-800. 
877ff., 977ff, the world, 643ff. 
743ff-. 1087-1089 
Government debt, in the United 

States. 798-799. 882. 884-885 

Government revenues, in the 

United States. 796fT. 896ff., 
964ff.; in Great Britain, 1061ff., 
1070 

Government expenditures, in the 
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United States, 796ff., 90Sff., 
935<T., 964ff.; in Great Britain. 
1061 ff., 1070 

Great Britain, economic process 
in,1032-1075 
Griffin, J. I , 9S3 

Gross national product, 419, 420. 

9721F., 1028, 1067ff. 

Guaranteed annual wages, 848, 
946-948 

Hand, the (set Price system) 
Hanseatic League, 727 
Hedging, 507 

Heredity, influence of, 26-28; mean¬ 
ing of, 26 

“Hoarding," 452fT., 940fT. 

Holding companies, 792-794, 857 
Homogeneity, of resources in trade, 
135; assumed for products. 150ff\, 
552fF.; assumed for labor, 228ff. 
Horizontal combination among 
firms, 785 

Household, the, definition of. 154, 
749; in Atomisia, 168-201, 430- 
433, 492-494; in the barter 
economy, 125-149; in Dictatia- 
Rulcnia, 618-619; frontier. 58- 
124; in Great Britain, 1036- 
1038, 1042; in Monocompia, 
516-517, 522-524; in Monopia, 
575, 577, 587-589; in Oligopia, 
550, 553 ; in Russia, 998ff., 
1007ff., 101 2ff.; in the United 
States, 749-761, 780-784. 975 IT.; 
in the multi-national economy, 
652ff., 1076 ff., 1090 
Housing agencies, 925 
Human behavior (see Human 
nature) 

Human nature, changeability, 37 ; 
major determinants, 26-32; moti¬ 
vations in, 34-36; and survival. 
32-34 

"Hundred percent banking," 950- 

Ideational society, 699 
Ideological revolution, 730-731 
Ignorance, effects of, 517, 550 ff., 
780ff. 

Immigration, 764, 766 


Imperial preference system, 1110- 
1111 

Import quotas and licenses, 1105- 
1106 

Income, national, definitions of, 

417-421, 972-975; nature of. 62, 
65, 113-115. 417-421, 868-870. 
968ff.; real income, 418, 968ff ; 
relation to capital. 114, 417, 
420-421; relation to consump¬ 
tion. 62, 114-115, 419-420; rela¬ 
tion to investment, 113-116. 
421; relation to production, 65, 
114-115. 420; relation to saving, 
113-116, 421; size of (see alio 
Maximization), in United States, 
867ff., 968ff., in Russia. 1028- 
1029, in Great Britain, !064ff., 
in the world. 1115-1121; (set 
alio Distribution of Income) 
Income demand curse, for partic¬ 
ular consumption good, 217- 
220 ; for all consumption prod¬ 
ucts. 424-427 

Income elasticity of demand. 218 - 
220 

Income equation of exchange. 483- 
484 

Income statement, 741-742 
Income supply curve of savings, 
425-426 

Income taxes in United States, 904- 
906; in Russia. 1023-1024; in 
Great Britain, 1059-1060 
Inconvertible paper currencies, 651 , 
665-666. 667ff 
Index numbers. 486-488 
Indifference schedules and curves, 
for consumption and saving, 116 - 
117, 182-183, 187, 757-760, 
999ff., 1016ff., 1038ff.; for leisure 
and income. 94. 171, 177, 755- 
756, lOOOff., 1037ff.; for two 
consumption goods, 78-81, 136, 
138. 143, 190-193, 198, 750-755. 
lOOlff., 1014. 1019. 1037ff.; for 
two durable factors of produc¬ 
tion, 358-360, 1021-1022; for 
the services of two productive 
factors. 314-317, 535; for two 
products of a multi-product 
firm, 332-333; for weekly earn¬ 


ings and hours of work, 588ff.; 
for wage payments and hours of 
work. 589ff.; for government 
“products." 886-887, 888; for 
public versus private spending, 
899-890 

Individual ownership of firms, 
245ff , 551. 788 
Industrial revolution, 731ff. 
Industrial union, 782 
Industry, meaning of, 382, 539- 
540. 551ff.. 576ff. 

Inequalities of income (see Dis¬ 
tribution of income) 

Inequities in wage rates, union 
position on, 845-846; NAV.L.B. 
decisions on, 942 

Infant industry argument for tariffs, 
1101 

Inflation. 451ff.. 495ff , 870ff., 885- 
886 . 936ff., 962ff . 1026-1027. 
1046IT., 1061-1063 
Inflationary gap. 941. 965-966, 
1044ff . 1061 
Inheritance taxes. 900 
Innovations, meaning. 489; effects, 
489-490. 500-501 

Input, meaning. 247; equilibrium 
in firm's purchase of. 296-336 
Instalment buying of products, 
941-942 
Insurance, 503 

Interest rate, the price of the 
services of savings, 170. 404-406, 
439, 865; demand curve for 
savings' services, 341ff., 405. 
438.439; supply curve of savings' 
services. 239-242. 405. 438. 439. 
757; demand curve for durable 
productive factors, 355-361; sup¬ 
ply curve of durable productive 
factors. 378-379; relation to 
price of securities, 450; relation 
to demand for cash balances and 
supply of money, 455ff.; relation 
to supply of and demand for 
capital funds, 462ff.; relation to 
supply of and demand for in¬ 
vestment funds, 464ff.; reasons 
for existence of a variety of rates, 
467-468; relation to net capital 
formation and investment, 405- 
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406, 437ff., 461 ff., 626ff., 682ff.; 
relation to allocation of re¬ 
sources, 405-406; a government 
method of controlling invest¬ 
ment, 949ff., 1052ff.. 1062 
International Bank, 1114-1115 
International Monetary Fund, 
111 2—1114fF. 

International trade, necessary con¬ 
ditions for, 134-136. 640-642; 
principles of, 640-696; barriers to, 
641-642, 1094-1107; government 
promotion of, 1107-1115; under 
private pure competition, 651- 
677, 681-696; under private mo¬ 
nopoly, 677-680; under author¬ 
itarian governments, 643-651; 
importance to postwar Britain, 
1047fF., 1062; in real world, 
1076-1115 

International Trade Organization, 

1112 

Interregional trade {stt Interna¬ 
tional trade) 

Interstate Commerce Commission 
Act, 914ff. 

Investment, nature of. 110-116, 
421-422; relation to capital, 
110-115, 421-422; relation to 
income, 113-116, 422; relation 
to saving, 110-113, 422-424; re¬ 
lation to interest rate, 405 406, 
437ff., 461IT., 626lf, 949ff.. 

1052fF. 

Investment banks, 791 
Investment funds, interest rate de¬ 
termined by supply of and de¬ 
mand for, 464 
Investment trusts, 808 
“Invisible hand” {set Price system) 
Invisibles, in international trade, 
671 ff., 1048 

Joint demand, 331-332 
Joint stock companies, 727 
Joint supply, 332 
Jurisdictional disputes, 783, 959 
“Just" price, 722 

Keynes, Lord, 938. 1063 
Kinked demand curve, 558ff. 


Kinked supply curve, 564ff. 
Kuznets, Simon, 980, 984 

Labour Party in Britain, 1042ff. 
Labor, decision of household on 
sale of, 170-180; derivation of 
supply curve of. 228-238; econ¬ 
omy's demand for, 403, 623ff.; 
price of. 169-170, 304ff., 403- 
405. 534ff., 562ff„ 570, 59Cff., 
623ff . 840ff . 863ff-; as a factor of 
production. 61, 63. 65, 155. 156; 

as a resource, in the United 

States, 762-769, in Russia, 1001- 
1002 , in Great Britain. 1039, 
in the world, 1078-1081; un¬ 
employment of, in Great Britain, 
1066-1067, in Russia. 1024- 
1025, in the United States, 980- 
983; unionization of. in Dictatia- 
Rulenia, 623ff. in Great Britain, 
1041-1042, in Monopia, 586ff., 
in Russia, 1013, in the United 
States. 781-784. 835-852; supply 
of (/// Supply of labor services); 
firm's demand for, 300-304, 314- 
317.339-352.532ff.. 562ff.. 864ff.; 
industry's demand for, 352-355, 
557-558; status of, in modem 
economic society, 734ff., in 
Russia. 1000-1001. 1012ff. 
Labor-Management Relations Act, 
827 . 845. 850. 927-928, 959, 
961-962 

Labor movement, 836 
Labor organization {stt Unionism) 
Laisst^-fairt doctrine. Chapter 3, 
730ff. 

Law and government, 45-47 
Lcrner. A P., 122 
Lconticf, W., 1028 
Liberalism, 730ff. 

Life expectancy. 765 

Life insurance companies, 808 

Liquidity of money, 451ff. 

Loan funds, markets fot, in the 
United States, 805fL, 828-830, 
865. 925 

Loans by commercial banks. 809ff- 
Lobbying, 799-800, 850, 862 
Long production periods, 501-503 


Long-run cost {see Costs) 

Loss limitation laws, 924 

Management methods in produc¬ 
tion, 739ff- 

Manor, mediaeval, 717ff. 
"Margin” trading in stocks, 941- 
942 

Marginal amounts, 75; marginal 
cost, 259-261. 364ff., 526, 527ff., 
554ff., 578ff., 629ff•, 854-856; 
marginal outlay, 84, 88-89, 94- 
97, 103-106. 118-119, 173. 175. 
185, 193-195. 299-300, 313, 319- 
321. 347, 353, 359, 533ff., 535ff. 
562ff., 886ff.; marginal physical 
productivity, 99-102, 105, 262- 
267. 303. 315-316. 339, 342- 
343. 344 345. 347, 358, 366, 367. 
644ff.; marginal rate of outlay 
substitution, 83-85. 88-89, 94- 
97, 103-106. 118-119, 172, 175, 
178. 184-185. 193-195. 317-319. 
347. 536. 886ff.; marginal rate 
of psychological substitution. 
76-78. 88 89. 94-97. 103-106. 
117.171. 177-178. 183. 187, 191- 
193. 886ff . 998ff.; marginal rate 
of technical substitution, 314- 
317. 344. 536; marginal revenue, 
255. 303. 343. 347, 525. 558ff.. 
578ff.. 854. 855; marginal revenue 
productivity, 303-304, 308-309, 
313, 321, 339. 342-343. 344. 345. 
347. 353, 359. 360. 364. 53)ff.. 
563ff-. 579ff-, 629ff.; marginal 
utility. 75-76. 81. 94-97. 103- 
106. 117, 140, 171, 183. 190-193. 
886 ff., 998ff. 

Marginal cost {see Costs) 

Marginal outlay {set Outlay) 
Marginal physical product {stt 
Physical product) 

Marginal productivity, 303-304. 

308-309. 315-319 
Marginal propensity to consume, 
427, 481. 758ff., 94lff. 

Marginal propensity to import, 

691 ff- 

Marginal propensity to save, 42/. 
482. 691 ff- 
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Marginal revenue (see Revenue) 

Marginal revenue product (see 
Revenue product) 

Marginal utility (see Utility) 

Marginalism, use of, for profit 
maximization in America, 854- 
856, 894ff.; in Russia, 1017ff.; 
in Great Britain, 1054ff., 1057- 
1058 

Market advantage, 133, 145, 553. 
569-570. 577 

Market decision of firm, 278, 279- 
282, 330-331 

Market demand (see Demand for 
product) 

Market supply (see Supply of prod¬ 
ucts) 

Markets, meaning of, 130; kinds 
of, 130-132; in particular econo¬ 
mies, Atomisia, 159-160. Dic- 
tatia-Rulenia.622, Great Britain, 
1042-1043, Monocompia, 519ff., 
Monopia, 576-577, Oligopia, 
552-553, Russia, 1012, small 
barter economy, 130-132. United 
States, 826 831, the world, 1089 

Marshall plan, 1050. 1064, 1111 

Marx, Karl, 613ff. 

Marxian dogma, 613ff. 

Maximization of want-satisfac¬ 
tion, principles of, for a house¬ 
hold, 70-72, 85-91. 96-97. 104- 
106, fora firm s profits. 276-295, 
304-309, 320-322. 853ff., for 
government, 624ff., 8S6fT., for a 
whole economy, 145-147, 407- 
413, 512-514, 541-545. 547, 
623IF., 649IT., 989IF.. 1027 ff., 
1072ff.; economic-political, na¬ 
ture of, 514, 547, 572. 610-611, 
636IT., 700ff„ 877If., 894ff„ 989- 
992, 1027IT., 1072ff., 1093IT.; 
for a labor union, 590ff., 594lf., 
839ff.; extent of, in particular 
economies, Atomisia, 407-413, 
442, 512-514, Dictatia-Rulenia, 
623ff., Great Britain, 1072IT., 
isolated frontier household, 118 - 
>24, Monocompia, 541-547, 
Monopia, 599ff„Oligopia, 567ff., 
Russia, 1027-1031, small barter 


economy, 145-147, United States, 
867ff., 877ff . 989-992. the world, 
649-651. 659-660. 1115-1121 
Mediaeval economies, 716-724 
Mediation of labor disputes. 960ff. 
Mercantilism. 671-672, 727-728 
Merchant Adventurers, 727 
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483-486. 802; functions, 160- 
162 , 801 ; reasons for holding, 
451. 453-455; demand for. 453ff ; 
kinds of, 802IF.; supply of. 455ff ; 
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801 ff., the world. 651ff.. 6641F., 
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Monopoly, domestic, nature of, 
131-132. 520. 576ff., 858ff.; con¬ 
trol of, 879, 908ff.; in interna¬ 
tional trade, 677ff., 1091ff., 
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Monopsony, domestic, 131-132, 
520. 576ff„ 860-861; in interna¬ 
tional trade, 677ff., 1091ff., 
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the world, 709ff.. 725ff.. 737ff., 
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420. 972ff. 
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Open market operations of reserve 
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consumption and saving, 117- 
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933, 941, 963-964 
Price determination, under pure 
competition, 383ff., 396ff.; under 
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under an authoritarian govern¬ 
ment. 622ff., 1014fF.; in inter¬ 
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Price discrimination, domestic, 
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758ff , 94Iff. 
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Proportional taxation, 897 
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818ff. 

"Pyramiding" of control in hold¬ 
ing company, 793 

Railroads in United States, regula¬ 
tion and problems of, 913, 914- 
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1061; in Russia. 1024; in United 
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645ff 

Reciprocal Trade Agreements Pro¬ 
gram. 922. 1109.1110 
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Reform vs. reconstruction in Brit¬ 
ain, 1044ff. 

Regressive tax rates, 881 
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period, 290-292. 309-310, 356. 
372-374 , 538-539. 866-867; true 
or long-period, 368, 866-867 

Replacement of capital. 110. 359. 
915fT. 

Re-sale price maintenance laws, 
924 

Reserves of banks, 809fT. 
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119-120; allocation of. 4-5. 7. 9. 
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mics, Atomisia, 407-408, 441- 
442, 512-514. Dictatia-Rulenia, 
620IF., Great Britain, 1046ff., 
1067fF., isolated frontier house¬ 
hold, 70-72, 73-92, 93-107. 108- 
123, Monocompia, 541-544, 
Monopia, 599ff., Oligopia, 568- 
569. 572-573, Russia. 1016ff., 
1028 ff., small barter economy, 
145-147, United States, 867ff., 
970ff., the world, 649-651. 659- 
660, 1119-1120; meaning of allo¬ 
cation, 13-14, 70-72; principles 
of rational allocation, 70-72, 
397, 407-408, 513-514, 541ff., 
626(T, 643ff.. 879ff.; govern¬ 
ment’s relation to, 879ff., 896IT., 
908IT., 963ff.. 1016/T., 1046ff., 
1093IF.; extent of utilization, 12, 
in particular economies, in Ato¬ 
misia, 408-409, 442, 495ff., in 
Dictatia-Rulenia, 626 ff„ in Great 
Britain, 1061-1064, 1066-1067, 
in Monocompia, 545, in Mo¬ 
nopia, 602ff., in Oligopia, 569, 
570-572, in Russia, 1024-1027, 
in the United States, 867ff., 
970ff., in the world, 687ff., 1118- 
1119; meaning of full utilization, 
936; methods of obtaining full 
utilization, 626 ff., 687 ff., 883 - 
886, 935-962, 1025-1026, 1061- 
1064; reasons for lack of full 
utilization, 443ff., 495ff., 570fF., 
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of, 11-12, in particular econo¬ 
mies, Atomisia, 155-157. Dic¬ 
tatia-Rulenia, 619, Great Britain, 
1039-1041. isolated frontier 
household. 63-64. 93-95. 117- 
118. Monocompia. 518, Monopia, 
575. Oligopia, 550, Russia. 1001- 
1003<F., small barter economy, 
125-126. United States. 762-776. 
the world, 643, 709fT., 725ff., 
1078-1036 

Returns, and costs, 67-68, 99-101, 
196-198. 270-272; to increase in 
input of single factor. 99-103. 
263-265. 300. 303. 441; to scale 
(increase in inputs of all factors), 
89-91. 196-198, 270-272. 327- 
328. 441 

Revenue of the firm, average. 254, 
301-302. 525. 558ff.. 578fT.; net 
total. 276-295. 304-306. 334- 
335; total. 249. 251. 254. 319- 
322; marginal. 255. 303.343. 347. 
525. 558ff . 578ff.. 854. 855; dis¬ 
counted. 433 

Revenue of government, 796ff., 
896ff., 106 Iff. 

Revenue product, meaning, 300- 
301; average. 301-302. 532ff. 
563ff. 579; marginal. 303-304, 
313-322. 532ff.,563ff, 579 

Robinson-Patman Act. 924 

Rule. the. 629ff.. 909ff., 1019, 
1054 

Russia (tte Soviet Union) 

Sales promotion, 517ff., 550ff., 
856-857. 858ff. 

Sales tax, 901ff. 

Saving, nature of. 66-67, 110-116, 
419, 421, 999. 1014, 1016ff., 
1038ff.; relation to capital, 110- 
115, 419, 421; relation to income, 
113-116, 421; relation to invest¬ 
ment, 110-113. 422-424; tx antt 
vs. tx post, 423 

Savings, decision of household on 
sale of, 181 - 188 ; demand for, 
355-361; derivation of supply 
curve of, 239-242; as a factor of 


production, 156-157; price of, 
170; relation to capital, 417 
Say’s law, 403 

Scale effect, 199. 222. 323. 348-351 
Scale of firm, meaning, 268-269; 
a determinant of costs, 269-273, 
367. 559. 580-581; returns to. 
270-271. 327-328 

Scale line. 89-91, 97, 195-198, 325- 
329. 346 

Scientific method, 17-20 
Secular trend, 490, 512. 570 
Securities, nature of. 450, 789ff.; 
price expectations about, 450- 
451 

Securities and Exchange Com¬ 
mission, 914, 933-934 
Securities Exchange Act, 914, 
933 

Security, desire for, 35. 517, 519 
Sensate society, 699 
Serfdom, mediaeval, 718ff. 
Settlement locus. 591ff.. 648 
Sherman Anti-Trust Act, 923ff. 
Short-run cost (stt Costs) 

Shoup, C. S., cited, 777 
Simple monopoly and monopsony, 
577ff. 

Smoot-Hawley tariff, 1109, 1110 
Soil Conservation and Domestic 
Allotment Acts, 921ff. 

Social change, 31-32, 46-47 
Social control, 29-30 
Social organization. 5, 7-8, 14; a 
determinant of economizing, 29- 
32. 59, 704-706; in particular 
economics, Atomisia, 157-165, 
Dictatia-Rulenia. 619ff., Great 
Britain. 1041-1043, isolated 
frontier household, 68-69, Mon¬ 
ocompia, 519-521, Monopia, 
576-577, Oligopia, 550-553, 
Russia, 1004-1012, small barter 
economy, 126-134, United States, 
780-833. the world, 643ff., 710ff., 
725ff.,742ff., 1087-1090 
Social Security Administration, 
930ff. 

Social Security Board, 786ff. 

Social security legislation, in Great 
Britain, 1059-1060; in the United 
States, 912,929-932 
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Social security taxes. 907-908 
Socialism, 614, 742ff., 1033ff. 
Soviet Union, economizing in, 993- 
1031 

Specialization, types of, 126-127, 
734; effects of, 127-129, 643ff., 
734ff. 

Speculation, professional, mean¬ 
ing of, 503-304; in organized 
domestic commodity markets, 
504-507; effects, 508-509; in 
international trade, 687ff. 
Speculative motive for holding 
money, 453 

Spending, components of, 111-112; 
effects of fluctuations in, 443<f., 
451 fT.. 495ff., 570ff . 607ff . 687ff., 
867ff., 883ff., 935ff.; measures for 
controlling, 938ff., 964fT. 
Stabilizing monetary effect, 461 
"Stagnation'’ controversy, 956- 
958 

Stakhanovism. 1013 
Stamp scrip proposals, 941 
State trading, 645ff . llllfT. 

Static analysis, 166 
Stationary economy, nature of, 
167; economizing in, 395-413, 
540-546, 567-570, 599-606. 643- 
680 

Sterling bloc, 1111 
Stiglcr, G. J., 555 
Stocks, 789ff 

Strikes and lockouts, a factor in 
union-employer negotiations, 
593-594; methods of preventing 
or settling, 928, 958-962; losses 
from. 982-983 

Subsidies, domestic, 880, 939ff , 
1049ff., 1061 fT.; in international 
trade, 1104-1105 

Substitution effect, 199, 222, 323— 
324. 348-351 

Substitution relationship, among 
goods, consumption goods, 76, 
191-192, 207; elasticity of sub¬ 
stitution, 215-217, 316-317, 344- 
345; factors of production, 314. 
316-317, 348-351; over time, 4*17; 

money vs. commodities vs. se¬ 
curities, 452ff. 

Supply of durable productive fac¬ 


tors. 378-379; equilibrium with 
demand, 393-394 

Supply of factor services, defini¬ 
tion, 227; law of supply, 227; elas¬ 
ticity of, 227-228. 347, 367-368, 
532ff., 562ff.. 579ff ; to a firm, 
233-234, 235-236. 241. 242, 299, 
317, 532ff., 562ff., 579ff., 623ff., 
840ff.; to an industry, 234, 236, 
242, 557,623ff ; equilibrium with 
demand, 388-389. 390-392, 393. 
534ff., 563ff.. 579ff., 623ff.; to 
the economy, 229-233. 235, 239- 
241, 241-242, 403-406. 623ff.; in 
interregional and international 
trade. 643ff . 664ff . 681ff. 

Supply of labor services, definition, 
228; individual vs. group, 229; 
elasticities of curve to whole 
economy, 229-232, 235; determi¬ 
nants of curve to whole economy, 
232-233, 235; equilibrium with 
demand, 403-405; elasticities of 
curves to individual firms and 
occupations. 233-234. 235-237, 
299. 317, 522-523. 532. 562ff , 
579ff., 840ff; non-competing 
groups. 236-237 

Supply of products, 362-379, mean¬ 
ing. 362-363. 528-529; shifts in, 
385-388; of individual firm, 362- 
369. 623ff., 857. 858ff , market 
supply, 363-364, 365-366, short- 
run supply, 364-365. 366-367, 
long-run supply, 365, 367-368, 
determinants of elasticity, 365- 
369; industry supply, 369-378, 
623ff, 858ff.. 867fF., market, 
369-370, 377, short-run, 370-374. 
378. long-run. 374-377. 378, 
elasticity determinants. 377-378; 
equilibrium with demand, 383- 
388. 389-390, 392-393. 623ff., 
862-863. 867ff.; to whole econ¬ 
omy, 402-403.623IT. 

Supply of services of savings, defi¬ 
nition. 238-239; elasticities of 
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dustries, 242, 317. 523. 532ff., 

562ff., 579IT ; elasticities of curse 
to whole economy, 241, 757, 
882, 905; determinants of curve 
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241-242; equilibrium with de¬ 
mand, 405-406, 865 
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711fT., 725ff. 

Taft-Hartley Act, 827, 845, 850, 
927-928. 959, 961-962 
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Tax shifting and incidence, 898ff. 
Taxation, nature of, 896ff.; prin¬ 
ciples of. 879ff., 888fT., 896ff.; 
effects of. 879ff., 888ff., 898ff., 
938ff., 952-953 
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ing, 14, 440; a determinant of 
cost-output schedules, 262 - 268 , 
366, 367, 559; a determinant of 
income and want-satisfaction, 
14 . 64. 126, 157. 709ff.. 725ff.; 
a determinant of physical-prod¬ 
uct and revenue-product sched¬ 
ules. 300, 301-303. 315-317, 341- 
342. 344-347. 440, 466, 563; in 
particular economies, Atomisia, 
157, Dictatia-Rulenia, 619, Great 
Britain, 1041, isolated frontier 
household, 64, Monocompia, 

518-519, Monopia, 575, Oligo- 
pia, 550ff., 570, Russia, 1003- 
1004ff., small barter economy, 
126, United States, 777-779, 
the world. 709ff., 725ff-, 739ff., 
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Trade agreements program, 1109, 
1110 

Trade associations, 794-795, 860 
Trade cycles (set Business cycles) 
Trade marks, 51 Sff.. 856 
Trade unions (set Unionism) 
Transaction equation of exchange, 
price-level form. 484-485; ash 
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660-661, 679 
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monetary system, 823-825 

Turnover tax, Soviet Union, 1012, 
1018fF., 1021 
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of, 447-45Iff- 

Unemployment compensation laws, 

930-931, 1059 

Unemployment of labor, in Great 
Britain, 1066-1067, in Russia, 
1024-1025, in United States, 980- 
983 

Unfair labor practices, 928IF.. 959 

Unfair trade practices, 857. 923<T. 

Union government, 783-784 

Union-management cooperation, 
845 

Union shop, 845, 928 
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wage rate and employment, 594- 
596; in Monopia, 586-611; in 
Dictatia, 619-20; in Rulenia, 
637fT.; in Great Britain, 1041- 
1042fT.; in Russia, 1013; in the 
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781-784, functional aspects. 8)5- 
852, regulation of, 927-928, 961- 
962 

United States, economic process in, 
747-992 

Unstabilizing monetary effect, 461 

Utility, definition of, 61; kinds of. 


61-62; measurability. 75-76; di¬ 
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999ff. 

Utilization of resources (u* Re¬ 
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Value of average physical product, 
301-302 
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uct. 303- 304 
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Vertical integration among firms, 
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67 Iff., 1048 

Wage policy. 942-948.964 
Wage rate, the price of labor. 169. 
304ff., 403-405. 534ff. 562ff.. 
579. 590ff., 623ff ; demand curve 
for labor. )41ff.. 403, 404. 5))ff . 
563lf , 623ff ; supply curve of 
labor. 229ff.. 532ff . 562ff . 62)ff ; 
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Britain, 1058ff., in Russia. 1012— 
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912. 913. 926-927. 942-948 
Wage rate "inequities," 845-846, 
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Waiting (tte Saving) 

Walsh-Healey Act, 926 
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nant of economizing, 11-12; 
over all change in, 435-439; in 
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pia. 550. Russia. 998-1001, small 
barter economy, 125-126. United 
States, 749-76l,886ff., the world, 
1076-1078; in respect to; con¬ 
sumption goods, 74-81. 125-126, 
190-193. 195. 517. 62)ff.. 750- 
755. lOOlff., 1037; consumption 
versus saving. 115-116, 182-183, 
185, 437-438. 62)fT.. 757-760. 
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